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methodoloqy of macroeconometri^c ^f oreca st irig and points out basic 
problems and criticisms raised regardinq macroecono mic models, with 
this ^qroundwork, the discussion* proceeds to an analysis of major 
forecasts in a number of areas. Briefly, it predicts that inflation 
will continue at double-diqit rates, the qross rational product will 
decline in 1990, there will be a recession in consumer spending. 
Interest rate^ will peak ir. early 1 930, the housing and automobile 
industries 1^1 be sources of weakness, and qovernment sectors will 
te sources of economic restraint. The author notes that. the early 
1990s, are expected to brir.g a taperinq down of federal aid to 
education, ( Author/ J M) 
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The public school establishment h55*iultifold interest in and concern 
with the condition of the nation's ecobomy and its prospects for the 
1980's. As citizens, voters, taxpayers, and homemakers, public school 
personnel share the concern of all Americans in their own and their 
families'. and nejghbors' economic <^ll-being. But economic conditions 
affect teachers in more direct ways, as well. By their impact on govern- 
■ ments' revenue resources, economic conditions influence the quality of 
work teachers are able to do in their classrooms, i'n the environment in 
which they have to function. 

Continued inflation (and the fiscal stringency that accompanies it) is 
debilitating public school institutions. It is resulting in deferred mainte- 
nance of school plants, facilities and equipment; in depleted inventories of 
school supplies and teaching materials; in payscales lagging behind cost- 
of-living increases; and in erosion of fringe benefits and underfundihg of 
retiremefit systems. Overcrowded classrooms presided over by discour- 
aged and disenchanted teachers take their toll. 

Public school officials understandeffcly focus on economic conditions in 
their immediate area. Their financial support is derived largely from their 
respective states and local governments. The economic health of the 
nation as a whole, howe^/er, has a pervasive impact on schools every- 
where. Federal funding of public schools remains'strikingly small, espe- 
cially in comparison with that of other Western countries. It should and 
must be increased both because (a) the educational quality of the public 
school graduates, wherever they chance to live, profoundly influences the , 
nation's ability to recapture and resume its historical paqe of economic 
growth— a critical contributor to the nation's defense capability and its 
citizens' standard of living— and (b) because it is indispensable to narrow- 
ing the vast disparities among the educational offerings of the states. 

This school year,^the average expenditure per pupil in average daily 
attendance is estimiated to vary from $1,300 in Arkansas to $2,800 in JVew 
York. The average salary of classroom teachers is estimated to range from 
$ 1 1 ,900 in Mississippi to $ 1 9,200 in New York. These averages ma^k even 
greater variations among school districts within individual states. Differ- 
ences in locally prevailing price and compensation levels can help ration- 
alize some of these differences, but only a small part of them. Most 
intrastate and interstate differences in the level of public school support 
result from differences in local financial resources and political attitudes 
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presumed to reflect voter sentiment toward the support of this pivotal 
government function. 

At the start of the 1980's the economic outlook is less clear and more 
confused than possibly at any time within memory. Day-to-day changes 
in foreign relations, with their implications for national defense needs; in 
the machinations of petroleum producers; in money market conditions; in 
housing and automobile production statistics; in gold, silver, and mineral 
quotations, etc., are reflected in everchanging economic forecasts. 

Because the economic outlook plays an important part in the policy 
positions the National Education Association is called upon to adopt on a 
variety of social and economic issues; NEA Research commissioned 
. Richard E. Slitor to review and analyze the more widely recognized 
economic forecasts as of the start of the 1980's, to identify the differences, 
and similarities in their underlying assumptions, and to explain and assess 
their significance. Dr. Slitor's. lucid and informatiye exposition will aid 
the Association's policy officials and the officials of its state and local 
affiliates to a better understanding of how the*nation's economy func- 
tions. This, in turn, will help them to discharge their responsibilities. 

Dr. Slitor is an economic consultant with extensive academic and govern- 
ment exj^erience. He holds S.B. and Ph.D. degrees from Harvard and an 
M.A. from Colgate.' He has taught at both of these institutioH^nd at Mt. 
Union College and the University of Massachusetts. He has served in 
various research positions at the U.S. Treasury and as consultant to such- 
public and private organizations as the Rand Corp., the Committee for 
Economic Development, the Advisory Commission on Intergovernmen- 
tal Relations, the National Science Foundation^ the New York State 
(Fleischmann) Commission on Education,, the Federal Reserve system, 
,and the United Nations. He has participated in several missions abroad 
and has authored some fifty titles in learned and technical journals. 



Frank W. Kovac< . 
Director of Research 



March 1980 



CONTENTS 



Preface 



Executive Summary ; _ . _ ....... \ _ 7 

I. INTRODUCTION .1 15 

What this paper seeks to do . . ; 15. 

' Highlights of the consensus forecast 16 

Administration posture i/. . . ^X'j 

Paradoxes and queries * 19 

Footnotes . ... . . . -\. 20 



II. 



OVERALL ECONOMIC OUTLOOK UNCERTAINTIES . . 21 

' ' .» ' . > . . . " ' V 

Year-end doubts and niixed signals J. . 21 ^ 

Is the 1980 recession rea]? \ ..... 23 

Post-Afghafiistan revisions;, official'^and unofficial views 24 

. Events, forecastijng techniques, and the twilight of 

neo-Keynesian macroeconomics . 27 

Definitional problems . . 29 

Footnotes ....^ ."7>^^. . . . r. . . . 31 



III. LIMITATIONS OF MACROECONOMETRIC FORECASTING 33 



IV. UNCERTAINTIES SURROUNDING M^JOR FORECAST 

ASSUMPTIONS 35 



Fiscal policy and budgetary posture 35 ^ 

Monetary policy and the interest rate structure . 39 

, Energy prices and availability 40 " 

The stat^ of the dollar and the state of world economies 42 

Footnotes 44 



V. MAJOR FORECAST AREAS ... 47 

Inflation outlook 47 

Gross national product 49 

Consumer spending 51 

/ • . * * c 

Business fixed investment ' 53 * 

Inventory behavior ^ ...... 54 

Interest rates , . :. 56 

. ^ ■ Housing V 60 

, ; Autos ....^ ..A.:. ,62 

r ' The government sectors ; \ . ^ 55 

State and local governments . .\. . 66 

J Federal government . . , ^ . . \ . 67 

■ , Outlook for education programs . . . . . .\ '70j 

General observanons . .yTO 

Federal budget specifics U 1 

^ Employment, unemployment, and productivity .1 JA 

^ ^- ^ , Industrial prpduQUon and capacity utilization 75 

' Def&nse spendin*]| ; 76\ 

Footnotes .* ' / 77 \ 

Vr., CONCLUDtNG COMMENTS 8 1 A 

Footnotes 84 ^ 



APPENDIX A. Methodology and problems of macroeconometric 



forecasting g5 

APPENDIX B. Comparative performance of five hiajor macroe&nomic 

forecasters in the 1970s 93 

• ' I 

APPENDIX C. Neglected contingencies anjU policy options 95 

APPENDIX D. Governmental forecasts January 1980 99 



APPENDIX E. The dissenting voice of ARIMA 



7 



103 



7 



ECONOMIC OUTLOOK FOR THE EARLY 1980's: 
MIXED SIGNALS IN A CHANGING SETTING 

^ Executive Summary 

This papef reviews and analyzes tiie economic outlook for the early 
1980's. An interpretive survey of various major forecasts, it emphasizes 
the extraordinary and pervasive uncertainties that characterize the 
current predictions, the assumptions on which they are based, and the 
range of possibilities of which a consen'sus-type view is a part. These 
doubts and uncertainties, the paper points out, include the reliabiHty of 
-. applying past statistical relationships, to tfie present situation, extend to 
the economic indicators and measures used in forecasting and quantifying 
results, and involve even the theoretical framework and methodology of 
modern macroeconometric forecasting. 

-^he^,analysis begins with the highlights of the consensus forecast, which 
predicts a mi]^ to moderate recession tapering off after mid-year 1980, 
with a sluggish recovery extending through 1981 and probably into 1982! 
A recessionjorecast has prevailed for some months, and the delay in its 
appearance -has sent economy watchers scurrying, amidst mixed signals 
and portents, for explanations for the persisting slippage in the recession 
schedule. % ■ 
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As the year 1980 began, forecasters continued to scan the economic skies 
for trustworthy signs confirming that the much-advertised, long-awaited 
recession of 1979-80 had at last begun. But, as the discussion points out, 
their attention to this elusive phenomenon and the problems of inflation 
and energy cost ap^supply was soon shifted to a new cluster of political 
events and economic portents: 

• The poss|>ility of a grave military confrontation in the Middle East 
and Persian Gulf area * 

• The Administration's "partial" embargo on grain shipments to the 
Soviet Union, the Moscow Olympics boycott, and related 
developments signaling the end of detente ) 

• Growing economic signals from official and ui\official source/that 
the economy, in stubborn defiance of most forecasts, had grown at 
least modestly and, in some respects, was surprisingly resilient,- even 

, robust. • 

. " 8 
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The discussion reviews in some detail the conflicting trends and year-end 
doubts and uncertainties, including vigorous consumer spending and 
persistently low rates of unemployment, that present the questioas: Is the 
1 980 recession real? What revisions are necessary in the post- Afghanistan 
situation in which a defense build-up may basically alter the framework of 
economic aslsumptions for the future? 

As of mid-February 1 980 it w^s stillappropriate to report that while the 
economy might be at or approaching a critical 1?urning point, no 
' unequivocal data supported this view. As sophisticated observers pointed 
out, there were no positive signs that business conditions were worsening 
or that they would continue to hold up. The term standoff ^^^mtd io 
describe the situation— an economy still basically in even stride, with no 
new strengths, no gathering weaknesses, and a delicate balance of the 
leading economic indicators betWeen pluses and minuses. 

If there were a self-fulfilling prophecy effect of recession forecasts, the 
. 1 979-80 recession would long since have materialized. Yet even as of mid- 
February, forecasters generally clung to their expectation of recession. 
They saw deterioration below the surface; the ineluctable aging of the 
business cycle; and faint hop^, if any, of any fresh stimulus via monetary 
or fiscal policy or resurgence of consumer or b.usiness demands, under 
constant erosion as they were by inflationa.ry price-cost incre-ases. Only 
defense spending and new activity iri^oping with the energy crisis offered 
"rays of hope." If there was any firmrless^n the outlook, it was for 
continued inflation at 'only a slightly moderated double-digit rate, come 
recession or come continued growth. 

There was alhiost a hunger for bad news among economy watchers; bad 
news became good news in a world of inexplicable and virtually 
uncontrollable inflation. Recession, a more semant.ically favorable term 
than evep mild depression, represents a condition economists are more 
( familiar with, something which promises some measure of relief from 
demand-pressured inflation, something public policy can Tight with 
approved ^weapons. It was a hunger for bad news that would confirm 
previous forecasts and dissipate discomforting impressions that the 
economy is beyond understanding or rational remedial act^n. 

Throughout the early days of 1980, gold oame to be increasingly 
recognized as the barometer of international anxiety; of loss of faith in the 
dollar and financial institutions; of a desperate quest for ultimate, 
portable, anonymous, and primitive'security. But thereivere hints that the 
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gold frenzy might bring into question previous U.S. demonetization 
policies that rejected any future role for gold in the international 
mQnetary structure. ''J 

With this, background, the study reviews in broad outline, and in ^ajor 
sectoral detail, the outlook for the early 1 980's as predicted by a number of 
.major economic forecasters. These include^the.'great macroeconometric 
model forecasts of Data Resources, Inc. (DRI); the,Heller-Perry butloik 
letter, sponsored by the National City ^ank of Minneapolis; the views t)f 
Citibank's Econoi=nics Department, published in hpnomic Week; tie 
official government projections embodied in the Economic Report of t^^e 
President and the Annual Report of the Council of Economic Adviserjs; 
and the fiscal year 1981 budget documents, as well as a range of others 
reported in the -financial press and publications such as the Wall Street 
Journal, McGraw-Hill's Business Week, U.S. News and WorldnepoX, 
Dun's Review, Nation's Business, Fortune, a^d others. 



The analysis includes an appended background discussion of the naturi 
methodology, and problems of macroeconometric forecasting. K 
separate appendix alst summarizes a recent comparative performancie 
rating of the great macroeconometric forecasting models: Dat^a 
Resources, Inc. (DRI), Chase Econometric AsSbciates, Whartdh 
Econometric Forecasting Associates, MAP-CAST Group-Generjl 
Electric Co., and the median forecast from a survey conducted jointly fcfy 
the American Statistical Association and the National Bureau \{ 
Economic Research. 



The paper point^ut. certain basic problems and criticisms sometin|es 
raised in connection with macroeconometric models. These conjputerized 
systems of simultaneous equations are based upon past relationships and 
their assumed persistence in the forecast period. They are generally basQd 
upon a neo-Keynesian concept or model of hbw the economic systefc 
works: total income is assumed to. be the sum of its parts; the parts a{e 
deemed to be largely , additive; saving, by and large, is considered |a 
depressant; and spending is assumed to generate income in accordan|e 
wjth a kind of "dollar is a dollar is a dollar" philosophy, which tencfs to 
emphasize demand and overlook the supply side and the incentives that 
help encourage productivity. Another Achilles heel of the forecast modJs 
is the difficulty they apparently have in pre-identifying and reliahiy 
foreasting an economic turning point, such as that predicted in the 19^- 
80 situation. As demonstrated by the experience in late 1979, the models, 
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in common wjth less sophisticated forecast' techniques, have I'imited 
. ability to predict the behavior of consumers, especially where consumer 
demand is'fortified by a large, not clearly measureable, supporting fund of 
tredit resources and liquid savings. Like other forecast methods, the 
econometric models are sensitive to disturbances in their underlying 
assumptions about major factors in the economic structure, public policy 
commitments, and essentially unpredictable political-economic 
contingencies— the probabilities of which musf be assessed by essentially 
subjectivcs intuitive methods. 

The paper examines with at lea^t a broad-brush' treatment the 
uncertainties surrounding major forcast assumptions, such as those relied 
upon in recent DRl forecasts: ( 1) fiscal policy and budgetary posture, (2) 
monetary policy and the interest rate structure, (3) energy prices and 
availability, and (4) the position of the dollar and the state of world 
economies. 
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with thisigroundwork, the discussion proceeds to an analysis of major 
forecasts in a list of forecast areas, includingX l)-the inflation outlook,' (2) 
the gross national product (GNP), (3) consumer spending, (4^ business 
fixed investment, (5) inventory behavior, (6) interest rates, (7) housing, (8) 
auto production and sales, (9) the government Ibcror, includfng separate 
treatment of the state and Jocal sectors and the federal government, ( 10) 
employment, unemployment, and productivity trends, (11) industrial 
production a»tl capacity utilization, and (12) defense spending. Usually, 
these forecastjireas represent "dependent variables" that are projected by 
computerized macroeconometric models on the basis of their systems of 
assumptions or "independent variables." In some cases, such as defense 
spending and government operations, they 4-epresent detailed 
independent analysis and informed judgment aboutjuture developments 
in the early 1980's. 

In the inflation area, the paper points out, forecasters generally predicted 
that inflation will continue at recent double-digit rates, or possibly worse, 
through the first half of 1980. Demand pressures are expected to recede 
slowly, and the December 1979 oil repricing effects will continue to 
percolate through the economy. After this process is completed, inf^tion 
is expected to fall back to high, single-digit figures. The impact of higher 
defense spending and' possible departures from the relatively restrained 
budgetary posture mapped out in the 198 1 budget is not much taken into 
account in these inflation forecc^-, although it is recognized that there are 
risks that economic and political/cvents may cause higher-than-expected 
rates of price incr(5ase. ' . . • 

11 



/ Gross national product (GNP), the heart of an economic forecast, was 
\ generally predicted- to decline iit.real-,tefms (current dollars collected for 
* . inflation) by;some f or 2' nercent i^^ 1980 below that of 1979. The -general 
; fl^vor^pf the^cQtlsensus:t.5^e outlook is given -by a^ta| GNP of some $2.6 
trillion m current (JollaXs for 1980 as,aUvhole, subject to an inflation 
correction fafcior in tfie ^- to lO-percent range. In terms of constant I972 
>doll^rs, •th'f\l-980^GNP would be -somewhat over SHOO' billion versus 
$1432 billion' in 1979." Th^e, are recbgfiized^ossibilities of a smaller 
percentage^ decliYie" in' real GNP, but the fmajor- risks coujemplated by 
forecasters^ifi J.anuaryJ980;were t'hat.the recession would be deeper. The' 
• " PRI. forecast pf January 1^80 foresaw recovery in terms of real GNP 
■ growth rates in the 2.5-perjcent range in 1981- and 4-percent range in 1982. 

: , Thie p^per t races in Some- detail the expected recession pattern of weakness 
' ' declihe in consumer -spending and business fixed investment, major 
components (roughly 64 percent and 1 1 percent, respectively) of the GNP: 

•Forecasters found strength iji tHe relatively restrained or "lean" inventory 
position of business, which they felt jvould stave off the possibility of large 
' or vojadje mventory movements that migh4 aggravate the expected busi- 
ness-downtxirn. Gonsiderable'rislc Was recognized by some that a reversal 
of.the recession ^orecast could lead to explosive scrambling by businesses 
to restock tlieir inventories. ' • ■ 

It was generally believed that interest rates had already peaked or that 
they would peak early in 1980, with the possible exception of long-term 
bond rates. Mid-February ,19.80 developments suggested that even long- 
term bonxds were being temporarily taken off the "untouchable"- list; 
signaling a leveling-off or possible decline in their yields. Most forecasters 
believed that the projected declineln interest rates will beslbw in 1980-81. 
There were dissidents who felt the riskst)f continued high iatefest rates are 
fearif inflation control is not appreciably effective. Some felt that "norni- 
nally" high interest rates\(but low real rates after subtracting expected 
, inflation rates) combined with relatively loose credit remain the order of 
the day and may l^elp continue the inflation." 

■ ' »^ • ■■ 

The housing and auto sectors; both expected -to be sources of weakness in 
the 1980 econQjTiy and possible contributors to recovery in 1981° are 
examined in some detail. There is room for various shade's ^nd qualifica- 
tions of optimism and pessimisjafi irf?bbth housing and autos in the 
near-term r980's. 
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The government sectors, state and local and federal, constituting some 20 
percent of the GNP at recent levels, are regarded as probable sources of 
co^nstraint or as at least a leveling-off tendency in the 1980-81 economy. 

The impact of government on the economy may be viewed both in terms 
of the size of government purchases of goods and services as a component 
of GNP and in terms of the mode of financing overall operations, i.e., the 
resulting budgetary posture of b^ilance, deficit, or surplus. 

Little or no real growth in total purchases by state and local governments 
is forecast over the next year or so. This represents a sharp deceleration of 
state and locai purchases from 1979 levels. S.ome gradual expansion -of 
s,tate and local purchases is anticipated with the predicted economic 
.recovery in 1^8^. From the budgetary standpoint, the overall state and 
local position is expected to shift to a substantial deficit (in the $12- to 
14-billion annual rate range) as against the record surplus position of a' 
year/ cfr so ago. Thus, while state and local purchases are expected to 
remain level— held in check by tax and s'pending imitations anda clamp- 
down on increases in federal grants— the anticipated deficit would tend, 
other things being equal, to be a stimulative or inflationary factor for the 
economy as a whole, particularly if ^mc indirect "accommod^ition" of 
these financial demands is made by federal monetary authorities. 

The federal budget for thejj^al ymr 1 98 1 is expected to provide substan- 
tial fiscal restraint, hii#fmg o^ense or defense-related increases in spend- 
ing beyond budgp1>planned levels. Some are concerned that the federal 
budget may swing too sharply toward restraint in 1980-81, generating a 
too high emplo/ment surplus (the surplus that would be produced under 
existing tax revenue schedules at a high level of employment). This fiscal 
drag element is regarded as "tighter and tougher thcfn in most election 
years" but should be ameliorated in light of the rise in defense spending, 
"election year slippage," and business investment outlay response to the 
defense buildup. Some cautionary attitude vjn the budget posture isjusti- 
fied in view of inflation trends. While tax cufs are a possibility in 1980-81, 
they are not factored into the official federal budget, which counts on 
^ijfUbstantial revenue from the oil windfall profits tax not yet passed by 
Congress. All this leaves open to speculation possible near^rm tax 
reductions to redistribute windfall tax moneys to the public o/to encour- 
age productive business investment. I he issue of tax cuts in 1980-81 is 
complicated by growing TJoubt and uncertainty on whether recession or 
austere fiscal policy to create slack in the economy really helps curb 
inflation in view of what is regarded as a iiigii underlying injlation rate 
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component due to the inertia of the cost-push, wage-cost spiral and other 
■"■institutional" factors that are not susceptible to conventional restraints 
in demand. 



From the standpoint of education programs, the early 1980's are expected 
to bring a tapering down of federal aid to the states and localities. The 
substantial growth rate m federal grants-in-aid will be replaced with' a 
more level funding situation subject tosquee/e by inllation. This, together 
with state and local tax and spending limits, will further complicate state 
and local efforts to deal with inflationary rises in the costs of fuel, 
transportation, and other operating necessities and add a further squeeze 
on measures to adjust salaries in line with increases in the cost of living 
(adjustments already estimated to be 12- to 15-percent behind the rise in 
living costs). I he paper analyzes in some detail the federal aid programs 
lor education in the federal budget, inciudmg the major youth education 
and training initiative, and the prospects tor slowing in the rate of growth 
in lederaPaid to education and related areas in (he early 1980s. Ihe 
slow-growth or no-growth trend in federal grants-in-aid programs gener- 
ally will result in keener competition among various social program 
initiatives. I he federal government's effo^rts to cope with the situation by 
allocating slimmer means among. com|eting needs and goals will be 
complicated and made less palatable by the apparent paradox of 
stagflation the persistence of an uneven margin of unemployment and 
underutilization of human and othei resources in the lace of a mysterious 
and virulent inflation. 



I'ederal 
grants-in-aid 
and the 
squeeze on 
education 



In the- employment-unemployment area, the paper reports f orecasts of a 
rise in the unemployment rate to the 7- to 8-percent rangeat the projected 
recession peak, generally anticipated by mid-year 1980 or possibly later. 
I hese forecasts are made iii the face of recent stubborn strength in the 
labor markets, although the economy was supposed to be already in the 
foothills ol recession. Analyses of employment, unemployment, and 
related productivity trends note the somewhat puzzling decline in. labor 
productivity, some of which is attributed to labor compositional changes 
and some to the recogmzec/iTienomeMon of cyclical weakness in produc- 
tivity in periods of recessimi and slow growth. 

. 1^ 1980 81 economic scene presents a severe test for both the economic 
forecaster and the policymaker. I eonomic developnients continue to 
throw off mixed signals and compel almost kaleidoscopie revisions of 
underlying assuniplions. dleaiiings from Ihe financial press as of niid- 
Pebruary 1980 relied conliniiing doubts and hesitations. Ixonomists 
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generally continued to forecast moderate recession, with slow and weak 
recovery— handicapped by inflation, overhanging debt, tight credit, and 
tax restraints— after the recession ends. But after the seemingly endless 
wait for clear recession signs, they were reported to be more nervous 
about specifying dates.. One major forecaster continued to adhere to a 
recession prediction but conceded that the probability of its not happen- 
ing was being upped to about one chance in three. 

Some financial press reports as of near mid-February 1980 indicated that 
a growing minority of private economists are defecting from the band- 
wagon view of impending recession. Others who cling to the standard 
recession forecast are found to be postponirtg its onset by another quarter 
fer so or shortening the odds against the recession scenario. 

The forecast status as of mid-February 1980 suggests that even if and 
when the long-predicted downturn of 1980 r]S*aterializes, it will embrace 
economic disturbances and dislocations due to external political events 
and control measures that will basically alter its originally predicted 
character as a phase of an aging business cycle.* 
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ECONOMIC OUTLOOK FOR THE; EARLY 1980's 
MIXED SIGNALS IN A CHANGING SETTING 



I. Introduction 



A. ' What this paper seeks to do W 

This paper is an essay on economic uncertainty in the context of the 
economic outlook for the early 1980's. Designed to be both reportorial 
and analytical; it examines the consensus and the range of forecasts for the 
U.S. economy in 1980-:81 from the vantage point of mid-January 1980. 
For a variety of reasons, uncertainty is, of course, the overriding factor in 
the forecasfibr 1980 and a considerable period beyond; 1980 is a year of 
little firm promise; and forecasting— always a risky business— is beset 
with an unusual number of hazards and difficulties at this time. The 
reader of the daily newspapers, financial columns, and the more special- 
ized financial press— let alone the sophisticated macroeconometric model 
forecasting services* — is well aware of the pervasive nature of present 
forecast risks and uncertainties. The source of uncertainty is at least 
fivefold: (1) the critical turn of international events in Iran, Afghanistan, 
and tjie Persian Gulf area, (2) the unfolding scenario of an unprecedented 
infiation'process, (3) the repercussions of a drastic new monetary-interest 
rate policy, (4) inherent difficulties in forecasting at a transition point in 
the economic cycle, and (5) new doubts about the strength of the econ- 
omy and the forces sustaining it. This paper will not belabor the obvious 
on this point, but will explore the forecasts in some structural and sectoral 
detail, and look into some littlerecognized sources of forecast uncertainty 
and confusion. It will examine the anatomy of economic forecasting and 
its problems and limitations in the light of the evolution and devolution of 
neo-Keynesian and national income economics. It will add some com- 
ments on the implications of current economic outlook analysis for the 
development of applied economics and for policy commitments in vital 
areas of public exppnditure and taxation. 



An essay on 
economic 
uncertainty 
and forecast- 
ing problems 
and limitations 



ERIC 



16 



The 

consensus 
forecast 



The 1979-80 
recession a 
rehictant 
dragon 



Paradox of 
stagflation 
will persist 



B. Highlights of the consensus forecast 

The highlights of the apparent consensus forecast for 1980-81 are not 
difficult to summarlie within brief compass. The summary alm^t by 
itself formulates the questions about the course of the economy and its 
paradoxes that present them^lves to t|ie thoughtful observer. 

The economy is expected to slump or slide into a recession— usually 
characterized as relatively mild and brief— if, indeed, it is not already in 
one. The troygh of th'is slowdown will be reached about mid-year 1980 or 
shortly thereafter, to be followed by a relatively prompt recoveiW,, Many ^ 
believe the recovery may obliterate most traces of the downturn by ' 
El^ctiQn Day, November 4, 1980. Since any forecast represents one of a 
Cluster of possible outcomes, each with its own probability weight 
attached, it«is significant to'^note that apparently only a minority of 
forecasters believe that there is much chance that actual developments will 
turn out better than the relatively benign scenario embodied in the 
consensus outlook. It is also^^-ttTbe borne in mind that the currently 
predicted recession is a highly elusive phenomenon. It is the recession that 
is not there. This reluctant dragon has defied numerous predictions 
throughout 1 1979 that it would soon emerge, and its existence or 
immifience was rudely rejected by the unmistakable statistical evidence of 
economic strength, robustness, arid resilience in such^key indicators as 
^sales and unemployment that emerged in the lasf^quarter of 1^79. 



retai 



Most forecasts hold that the unemployment rate, about 5.9 percent as of 
year-end 1979, will rise as an almost necessary feature of a recession, but 
will not go above some 7.5 to 8 percent of the labor force at its worst, a 
point to be reached in the fall of 1980. 

The paradox of stagflation will continue to plague lis and enter a new and 
more trou|^ng aspect. In spite of an expected appreciable downturn— in 
the 1- to 2-p|kcent range— in the gross national product (GNP) and rising 
unemploym^, inflation as measured ,by the consumer price index (CPI),,. 
will be modera^d only slightly below the 13.3-percent annual increase it 
recorded in 19/9. There seems to be little question among the consensus 
forecasters that the inflation rate -will continue at a double-digit rate in 
1980, possibly in the 10.5- to 12-percent range for the year 1980 as a whole. 

Interest rates are generally believed to have already reached their peak 
Interest rates and to be on the point of edging downward over the year 1980, although 
still under the influence of the new austere Federal Reserve Board policy 
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on interest rates initiated by Chairman iPaul A. Volcker early*in October ' 
1979. . 

Corporate profits in, the aggregate may continue to rise in 1980, but the 
mcrease may be less than the inHation rate, and, the profits picture will be- 
spotty and uncertain. The total profits picture wjll be leistered by large 
further increases for oil and other energy companies ^nd possibly by the 
defense-oriented industries. Some observers believe that if the oil profit 
mcreases are removed from the analysis, the remaining profit total may be 
somewhat, probably slightly, lower in 1980 than in 1979. 

Even these consensus-type predictions are doLtless made with implicit 
reservations. The errors of economic forecastiiig in the recent past demon- 
strate that many of the key indicators (major Components of the economy 
itselO seem to "have a life of their own" and stubbornly resist the sup- 
posedly predictable behavior pattern expectedl^f them on the basis of 
accepted economic doctrine or past experience. 
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C. Administration posture 



On the very eve of President Carter's budget and economic report, the 
/^ministration was reported to remain uncertain as to how the economy, 
which continued to defy recession forecasts, would perform in 1980; it 
remained torn between, the objective of reducing U.S. dependence on 
foreign oil by the orthodox but procrustean restriction-rationing tech- 
nique of permitting gasoline and heating oil prices to rise further and 
anxiety over the severe cost-push and related effects this would have on 
the U.S. inflation. 



In the face of these uncertainties and choice problems, the Administra- 
tion's basic forecast was reportedly in line with the "standard" 1980 
forecast of most analysts: a mild recession in the first half of 1980, an 
average annual unemployment rate of 7:4, and a consumer price rise of 
some 10 to 11 percent for 1980 as a whole. 

Yet financial press reports indicated as of mid-January- that the Adminis- 
tration was still debating, or at least not ruling out, both possible tax cuts, 
antirecession spending increases in the form of job-creating projects and 
public works programs. The Administration's practical policy posture 
was reportedly described by a former official economic adviser, still in 
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close touch with Administration policymakers, as "adjusted to tlie facts of 
the present rather than to the forecasts of the future." The present eco- 
nomic situation was described as a "soggy plateau" and the task of 
economic policy formulation in 1980 likened to a "ballgame . . . played 
under a smoking volcano." 

As January 1980 wore on, the delay and uncertainty of the long-heralded 
recession were enhanced by further unfolding of news of strength of the 
economy. Well after mid-January 1980, key indicators continued to show 
that the downturn would be delayed and would be, if anyttiing,^ milder 
than previous estimates. Housing starts in December 1979 were found to 
have edged up by 0.3 percent, in contrast^with the 14-percent decline in 
November and in the face of unprecedented mortgage interest rates and 
tight money conditions. Personal income increased by a seasonally 
adjusted LI percent in December 1979 andj|ponsumption rose by 2 per- 
cent, apparently financed in part by a reduction in the consumers' rate of 
personal savings to a new record low level. In addition. Federal Reserve 
data showed the nation's manufacturing plants continued to operate at 
over 84 percent of capacity in December 1979, unchanged from 
November. The latest data (for the week ended January 9, 1980)^lso 
showed that the basic nioney supply (currency in circulation plus cbefeking 
accoui^ts ill commercial banks) had declined less than had been'expected 
by experts, while a more comprehensive measure of the money stock, 
including time and savings deposit^ in comrjiercial. banks exclusive of 
large certificate accounts, increased^ Money markets responded with a 
spurt in short-term interest rates. \ 
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Despite primary attention to the relatively routine^pFSWems of "stagfla- 
tion, "'and the curiously tenacious stability of the ec6nomy, which at vyorst 
•showed signs that its expansionary force was "running out of steam," 
there was a note of foreboding and a pervasive sense of grave threa^ts to the 
nation's basic economic and military security and the not entirely remote 
possibility of movement to a mobilization^basis with mandatory direct 
controls on prices, wages, and the utilization of energy and materials. 

Gold prices meanwhile continued theirspectacular rise, reaching $820 per 
ounce as of January 1 7, 1 980. This market was followed by some "correc- 
tion" in subsequent weeks but remained strong. There were indications 
that the Admirystration's "muted response" to the new frenzied phase of 
gold buying suggested a possible shift or adaptation of its previous 
policies with respect to gold that were designed to dampen private gold 
speculation and ultimately to phase out the role of gold in the world's 
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monetary structure. Gold bad come to be jgcognized as a baromet'er of 
' international anxiety, of weakened*faith in the dollar and financialinstitu- 
tions, and of return to a form of economic pripiitivism.\ 

* ^ 

In his' message on the, 1981 budget^^esident- tarter announced a con- 
tinued "strategy of restraint." Yet^e economic background was d^es- 
cribed in terms of his p^jection that "the long economic recovery 
occurring throughout my first term may falter this year . . . there will be 
some "decline in GNP dijring the course of 1980, followed by renewed but 
.m(^def ate growth in 1981. "2 
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D . Paradoxes and queries 



The ^onomi^utlook for the early 1980's and the related tasks of policy 
decision making underscore a' number .of fundamental paradoxes and 
questions which have increasingly plagued the economy for more than a 
decade. Let's restate them briefly. The discii^ion that follows may help 
throw light on some ;^f these issues. ' > 

The first basic issue, and in many ways the niost neglected yet ttiost 
difficult, is: What are the causes, the components, of the persisting and 
nearly worldwide inflation movement and how can they be dealt with? 

Some closely "related issues: If inflation Qpntrol stands in the way of full 
utilization of our ljuman and other resources, can we' continue, the 
unhappy compromise of stagflation? Does the only, free enterprise solu- 
t'lon lie in conventional monetary apd fiscal policy techniques that involve 
heavy employment costs? Will greater reliance on management of prices 
and incomes be called for? If inflation on a substantial scale seems to be 
the price of contmued, reasonably full employment, what measures need 
to be instituted to allow people to live with it more rationally aVid 
equitably? 

M ore immediate to the present fiscal situation: What account^ for the 
ilnexpected and recession forecast-defying strength of the U.S. economy 
a^ of mid-January 1980? What revisions in our forecast techniques and 
theoretical framework are called for to help remove this kind of confusing 
uncertainty for future policymaking? 
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To what extent is the confusion about inflation and the economic outlook 
due to (1) mismeasurement of major indicators, (2) defects in such stand- 
;ard statistical measures as the CPI, unemployment, money supply, and 
productivity, or even (3) failure to reach a still inadequately measured 
segment-^the "underground economy"— hidden from qfflcial and other 
information systems because of tax evasion, undocumented alien opera- 
tions, or other factors? 



FOOTNOTES 



^Macroeconometric is a term that combines the more usual dictionary terms 
"macroeconomic" and "econometric." It refers to the use of mathematical and statisti- 
cal techniques to analyze and make quantitative predictions dealing with broad 
economic aggregates, their interrelationships, the deternTmation of national income 
and output, and the equilibrium of the economic system as a whole. Macroeconomics 
is in contradistinction to microeconomics, which is concerned with more limited areas 
of economic behavior and activity, such as the individual or househ'old, the business 
firm, and the market for a particular commodity. 

^Budget Message of the President. The United States Budget in Brief. Fiscal Year 
1981. Washington, D.C.: Government Printing Office, January 28, 1980. p.'M3. 
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11. Overall Economic Outlook Uncertainties 

A. Year-end doubts and mixed signals 

Toward year-dnd 1979 an uneasy consensus seemed to be shaping up that 
%he long-predicted recession was beginning to materialize. For'example, a 
poll of 42 maj^ economic forecasters, published in Robert J. Eggert's 
Blue Chip EccMomic Indicators, show^cl that the average forecast pre- 
dicted giat the inflation-adjusted gross national product-(GNP) would 
showia decline at an annual rate of 1-.5 percent in the fourth quarter of 
1979 /(1979: IV), then a sharper decline in 1980: I-II. This forecast, 
howefver, was an average that tended to conceal a virtually unprecedented 
rangd of differing estimates. Indeed, a mino*i^ity of the forecasters polled 
were ireported to be o^he opinion that the recession had yet to begin; 
some did not expect any real, recession in 1980." - 

Year-end 1979 was not only a period of variation among economic 
outlook specialists, but also one of revisionisin. In general, the revisions 
tended to scale down previous predictions for change in the GNP but to 
scate up the forecast rate of inflation. Professional forecasters admitted 
that the 1980 outlook was far from being firm and was indeed one of the 
most per^xing in the relatively brief history of economic forecasting. 

It is not difficult to speculate on the reasons for the lack of clarity and 
firmness in the year-end 1979 outlook. l(he uncertainties were of course 
aggravated by the unfolding Iran-Afghanistan-Persian Gulf crisis, by,the 
apparent end of detente, and by the ominous possibility of a ^ider 
spreading political-economic crisis leading to grave threats of curtailment 
in the nation's— and the world's— available oil supplies and growing 
military involvement. But basic uncertainties are also inherent in the 
technical capacities of the modern art of econometric forecasting, which 
have recently undergone a period of severe buffeting of tlieir simultaneous 
equations based on past relationships and, in any case, have their severest 
test in handling turning points in the economic cycle, particularly under 
novel and untried circumstances such as the present. 
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The earlier consensus— uneasy and tentative as it was— was shaken by 
new economic signals appearing in December 1979 and January 1980. In 
the face of the more austere Federa-1 Reserve monetary and interest rate 
policies emerging on October 6, 1979 (the beginning of the new Volcker 
era) and mixed domestic economic trends including important ones that 
were clearly recessionary in character, the U.S. ecpnomy began to display 
an unanticipated "resiliency" and "robustness." 



The rate of unemployment declined in No vember 1979 to 5.8 percent from 
5.9 percent in October. This heartening piece of economic intelligencewas 
hardly consistent \yith the oncoming receSlion theme; although quibbk^s 
could point out that while total employment increased at the sametimOs 
its rate of increase slowed. 
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Another pleasing, but to the consensus forecaster discorQant, signal was 
the report of a sharp rebound of retail sale^ in November 1979, which 
reflected a 1.8-percent increase as\against a 1.7-percent decline in October. 
Moreover, as reported in the |jnancial press, the revival of consumer sales 
was apparently broadly based, covering a considerable range of industries 
and economic sectors. This, robust new note was interpreted by some 
financial press commentators as presenting or continuing a policy 
dilenima for the Administration in its upcoming economic and budgetary 
decisions, particularly with respect to whether tax cuts should be included 
in the January budget p|ans.2 Those inclined to discount the consumer 
sales rise suggested that expectations of future inflation and supply dis- 
ruptions rather than basic, healthy consumer confidence underlay the 
disconcerting upturn in the- sales totals. 



The mixed signal effect was somewhat enhanced by a 1 -percent increase in 
business inventories that developed in October 1979, followed by a 0.7 
percent Tise i,n November. An inventory increase is a form of investment 
that it^f constitutes a stimulative income-contributing factor in the 
standard neo-Keynesian national income analysis. But an inventory 
change contains ambiguities with respect to the circumstances that pro-* 
duced it. If it represents a healthy response to an increase in consumer 
sales, it is part of an expansionary process. But if it is interpreted as 
reflecting an involuntary accumulation due to an imbalance between 
business output or purchases and sales, it may be regarded as a harbinger 
of future production cutbacks. Inventory liquidation is^a possible sequel 
that is a recessionary disinvestment factor. Analysts who looked at the 
October 1979 rise seemed to conclude that it was not an inditator of a 
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serious imbalance. Moreover, the November development suggested lhat 
inventories 'were not jbut of line and were "lean," forestalling a possible 
[^^>i5jI|assrv€jiquidation," such as occurred in\the last recession in 1974475. 
On questions raised with respect to,the special problems <i)f the U.S. alito 
industlry, more will be |aid in a" later section. ^1 I 

In spite of the persisting basic consensus that the nation falces a recession 
in 1989— mild, moderate, or moderately severe, depending upon the 
semantic shadings of the particular forecaster^the n^t result of the mixed 
economic signals arid some irresolution in both economic theoretical 
equipment" and forecasting techniques is that there is still confusion and 
uncertainty among analysts over the continuing stubborn strength of the 
economy of mid-January 1 980. There are indeed skeptics with regardto 
the long-promulgated, long-delayed recession developments. Adminis- 
tration policymakers still were left inXhe position of awaiting a clear sign 
that the expected "fejeession had actually matbrialized. According to 
'observers, such a sign would have to be a definite increase in the unem- 
ployment rate, in contrast with what is regarded as the inconclusive pat- 
tern of month-to-month variations that occurred throughout 1979 and 
some months before. Unemployment still probably outcompetes inflation 
for the title of the most socially painful symptom of economic illness and a 
key item in the continuing and sometimes too complacent policy trade-off 
^ between unempl^ment and inflation. 
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The lingering uncertainty about the recession consensus is well illustrated 
by the treatment in the Citibank's Economic Week of January 14, 1980, 
which begins with a heading: "Can We Sideslip a . Recession?"^ The 
questioning of tfle consensus view is based upon the initial observation 
that the U.S. economy has much more momentum behind it entering 1980 
than earlier data had suggested. This momentum is evidenced by the 
Dbcember 1979 employment-unemployment figures, strong retail sales, a 
lengthening of the manufacturing workweek, and a probable rise in 
industrial production in December 1979 in the O^Syjp^ 1.0-percent range. 
Recognition was given to the announcement by the U.S. Commerce 
Department's chief economist Courtenay Slater of a 2-' to 3-percent 
annual rate increase in the GNP, stemming largely from the year-end rise 
in consumer sales. AH this strength emerged in the face of layoffs in the 
auto industry and rising claims for unemployment compensa,tion. While 
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the Economic Week questioning admits the possibility that real growth of 
GNP may continue into the early months of 1980, it concludes that only a 
fortunate and highly unlikely combination of developments could dis- 
credit the standard recession forecast for 1980. Recessionary factors^ited 
include weakness in the housing industry due to' high interest rates and' 
tightne^ of mortgage bioney, slowness of defense orders in bolstering a 
sagging economy, dampening effects of the Soviet grain shipment ban, 
and restraints on state and local government expenditures due to the 
various budgetary restrictions. The only brighf sjiot this analysis could 
conjure up as a source of sustenance to the predicted declining economy of 
1980 was consumer'spendingi supported by either, rapid money income 
growth or a slowdown of inflation which would enhance real buying 
power. The Economic Week analysis, doubted eithjer source of possible 
growth of real consumer purchasing power and adduced a final pessimis- 
tic uncertainty about the value of the dollar on' the foreign exchanges,' 
which could invite further tightening of the Volcker monetary-inlerest 
rate policies. Ending on a final ambiguous note, the analysis took the 
stance that even if there were an increase in real output in 1980, it woul^^be 
weak and would not constitute "prosperity." Inflation would^ease only 
slowly— in 1981 and after. By February 11, 1980, Economic Week was 
hedging its bets further. It adhered to its bSsic recession forecast but 
conceded' that the probabilities had shifted to a one-in-three chance that 
there would be no recession in 1980. ^ 

C. Post- Afghanistan revisions: official and unofficial views 

As the economy continued to expand, particularlv^ reflected in a 
1.4-percent real increase in GNP in the fourth cm^ter of 1979, White 
House Press Secretary Jody Powell reported^tfiat the economy "has 
shown itself to be stronger than most people^xpected." With the excep- 
tion of automobiles, the U.S. economy was seen to be entering 1980 with a 
"relatively good balance between (inventory) stocks and sales, which 
should be helpful in keeping the downturn from being sharp and of great 
duration." Regret /was expressed that the personal savings rate had 
dropped because it reflected inflationary expectations, representing an 
inflationary psychology leading to higher consumer spending' that will 
breed still more inflation "unless we're able to turn it around." At thesame 
time, Courtenay Slater was reported as saying that consumer spending 
was largely responsible for the.recent persistent real GNP growth rates: "It 
was the consumers that kept us out of recession." As Dr. Slater expanded 
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on this theme: "It was not that consumer spencjirig vjas booming, which it 
was not. But compared with what we might hav^fexpected, given the 
squeeze on real incomes because of higher oil prices and other factors, 
consumer spending was stronger thati. what we. siispected," Still she 
averred, "I think that we have to view some brief and^moderate recession 
in the first half of this year as fairly. inevitable." Apparently this latter 
qualification was in line with advance views of the official Administration 
forecast for 1 980, to be released with the 1 98 1 budget on January 28, 1 980, 
which was expected to predict a recession with unemployment rising to 
.about 7.5 percent by the fourth quapfei^f 1980.^ ^ 

In pther official quaVters^e outlo6k for the recession— already widely 
recognized as delayed ^d possibly mijd— was reviewed'by Secretary of 
the Treasury G. WiHiam Miller in the light of new international tensions 
and the prospect of stej[ped-up military spending. In a recent interview 
reported on January li; 1980, Secretary Miller indicated his belief that 
the expected ^recession v^uld be "a little shallower and a little shorter" as a 
consequence. Morepver, he indicated, the new expafisionary thrust of the; 
economy caused by the renewal of cold war with thh Soviet U nion would 
^ make a tax cut "in these uncertain times" even less likely. 

Secretary Miller's assessment of the^latest prospects for a shallower, 
shorter recession in- 1980 was said to be based on his opinion that the 
economy is likel^' to be spurred by a psychological pickup. Still, the 
forthcoming budget for fiscal 1981 would be based upon what was charac- 
terized in tlie press report as "classic economics": The underlying assump- 
tion predicts a moderate recession through^ the first half of 1980, with a 
second-half recovery, although the outlook had been changed' by the 
"disturbances in the Middle East" and their possible escalation. Pentagon 
purchases could be expected to accelerate in order to improve prepared- 
ness, thus creating an earlier impact on the ecortomy, whethei'or not total' 
defense spending was pushed beyond the already planned Veal growth, 
level, Another factor cited by Secretary Mill^-: Both" businesses and 
consumers would react to the potentially explosive world situatioD by 
making investments and purchases that otherwise might be made at a later 
date. As Secretary Miller out it: "This is th^ tendency of human nature. 
You see a snowstorm conling, you ^et an extra bottle of milk." Yet, the 
Secretary indicated, the cost of increased military preparedness Would not 
add to inflationary pressures because other programs would be held 
down. As a result of this displacement, "The new budget overall on an 
inflation-adjusted basis has no increase in spending in' fiscal 1981," 
according to Secretary Miller's prediction.5 ' 
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The January 28, 1980, Bt/siness IVeek reported that "business holds firm 
(Respite the downbeat forecasts"; while economic statistics were reported 
as continuing to point toward a softening in the economy, business 
"stubbornly refuses to take the fall." Superficially contradictory notes 
were detected: A low level of consumer and business optimism was 
reported for December 1979, with a rc^^iluced inclination to spend. Yet, 
with all this caution about the future, actual spending overall had not yet 
declined, except for autos and, in the immediate prospect, housing. 

' Incomes were being sustained by employment gains, spreading even into 
maurufacturing, where a decline had previously been generally antici- 
patbd. On top of all this, the latest surveys of consumer attitudes disclosed 
"sotne worsening both in how people view the future and their spending 
intentions." An example was given by the consumer sentiment index of 

. . fhe University of Michigan's Survey Research Center, which was reported 
at Hear record low levels, as revealing evidence of a decline in the anticipa- 
tory or "buy-in-advance" psychology that had previously been a prop to 
1979 buying by consumers.^ 
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Business Week's January 28, 1980, "Economic Trend" featured a signifi- 
cant article announcing: "Recession Prophets Start To Backpedal." Late 
1979 economic results, it indicated, had caused forecasters to "question 
the validity of results churned out by their computers" and to "wonder 
about the inevitability of the 1980 recession." Its highlights also included 
reports that several economists are now turning-out "no-recession fore- 
casts." A brief summary of these forecasts and the probabilities attached 
are set forth below: 

• Otto Eckstein of Data Resources Inc. (DRI) iu'dicates that the odds 
are "10 percent and rising" that a recession will not occur. 

• Michael K. Evans puts the probability of no recession at 25 percent. 

• George L. Perry of the Brookings Institution expects a slide into 
recession but allows a 33- 1 / 3-percent chance that it will not occur. 
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One oblique but import|in_t comment oh standard forecasts and their 
'^lirretit .troubles with consumer spending behavior ■.|fhich defies the 
behavioral assumptions underlying forecasting models, is by Federal 
Reserve Bdard Chairman Paul A. Volcker in a January 15, 1980, news 
conference, "NVe're off the map in terms of established economic relation- 
ships oflthe past." ' ^ , % 
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I hosc who adhered firmly to the recession forecast include Lawrence R. 
Klein of Wharton liconometric Forecasting Associates. He, along with 
most economists, took the position that labor markets cannot remain 
strong with key industries likeautos, housing, and farm-related industries 
affected by the Soviet grain embargo turning slack. The "ripple effect" of 
all this cannot be long delayed in their view.^ 

Finally, a variant interpretive note appeared in late January 1980 that 
suggested that the "pu/zling economy, stubbornly resisting recession, 
appears headed into a period of sluggish growth, which many analysts 
believe is the best path to a gradual reduction of the inllation rate." A "top 
Carter administration economist" was quoted as saying, '(*! don't see any 
fourth quarter (1979) numbei^s consistent with'the view that the economy 
is heading into recession" but added that it's a "good bet" that there will be 
a downturn sometime in 1980.* Another government analyst said, "We 
could be looking at an economy that's just moving sideways for the ne.vt 
few months."** 
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D. Events, forecasting techniques, ami the tw ilight of 
. neo-Keynesian macroecqnomics 

\here arc obvious uncertainties in "external" events— economi^ policy, 
political, military, technological, and others— which may importantly 
shape the course of the nation's economy. Assumptions or forecasts about 
these exogeneous factors'^ are. necessarily subjective and intuitive. An 
economic forecaster cannot be faulted for inability to foresee the unknow- 
able, although uncertainties of this character may'in effect swamp the 
finest technical efforts to predict the economic future. The most that can 
be asked in this regard is that the economic forecaster choose a realistic 
and tenable assumption or outline a range of possible developments, with 
some kind ^improbability weight attached to each alternative outcome of 
events, whicffl can then be explored by means of the miracle of the 
computerized macroeconometric model. 

It is important to have the best possible intelligence about the likelihood^: 
of'these external factors. But the njcJr^' immediate and practical concern of 
the economist, the eco;iomic policymaker, and the concerned citizen is the 
probable response of the economic system to ext)geneous factors. Here we 
, find another source, another type, of uncertainty. It is essentially the same 
as the ii'ncertainty, the loosjp-jointedriess, we encounter in examining the 
ability of the forecaster t^'predict directionally ^r»d quantitatively the 
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unfolding of the economic cycle in terms of its own forces, vectors, and 
internal dynamism. Past relationships do not necessarily afford a guide; 
and in many areas, large and small, they miH(r:x:learly no longer operate. 
1 he economy no longer seems to follow the accepted rules. There is no 
assurance, for example, that a recessionary decline in demand and pro- 
duction volume will reduce the inflation fate. The various institutional 
'"ratchet" effects seem to prevent prices from declining. Upward move- 
ment is easy but reverse changes, including compensatory price declines in 
some areas in response to price increases elsewhere, seem difficult. Pricing 
policies of business are perverse by conventional price mechanisms stand- 
ards. If demand recedes so that overhead costs are spread over a smaller 
volume, there may well be a price increase response. Spontaneous 
c\ligopoly-type'^^ price increases are easy where inflation makes overpric- 
ing error less likely or, at worst, ephemeral. New economic behavior 
patterns — new, not well-recognized economic forces — seem to be emerg- 
ing. Even seasoned forecasters are constrained to fall back on the explana- 
tory excuse: This or that part of the economy seems to "have a life of its 
own.'' The 'Mife-of-its-own" syndrome may have overtaken the whole 
economy as we enter 1980. 

The old trade-off rules, which guided the neo-Keynesians in managing 
employment and the prices, have faltered and have an uncertain validity 
for the 1980's. These rules of thumb, based on empirical observations over 
the years, such as the Phillips Curve and Okun's Law, no longer give 
assurance as to the key relationships which can be expected to prevail, for 
e^xample, between unemployment and inflation rates or between employ- 
ment/ unemployment and GNP growth rates. At best, they need overhaul 
and reformulation. 
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The neo-Keynesian world relied Won the bold but seemingly reasonable 
principle that if effective demand is^xpanded to absorb unutilized human 
or other resources, output will respond upward and idle resources will be 
drawn into the orbit of economic activity with relatively little inflationary 
slippage. In the late phases of the Great Depression of the Thirties and in 
much of the early postwar period, the Keynesian aspirations were sub- 
stantially realized, although an ominous premonitory low-rate price 
upcreep soon developed. But for various reasons not all understood, the 
neo-Keynesian approach encountered difficulties. The economy became 
hypersensitized to inflationary pressure. A considerable margin of unem- 
ployment resisted aggregate expansionary methods. The unemployed of 
the 1970s were not the same as the previously employed and ready-to- 
return-to-work brigades of the Thirties and postwar Forties. 
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E. Definitional problems 



Still another source of difficulty and uncertainty in predicting and manag- 
ing the economy of the early 1980's is the apparent loss of relevant 
definition or measurability of such vital variables as the quantity of 
money, unemployment, and even price levels. 

The effective money supply may no longer be relevantly and reliably 
defined as the sum of currency in circulation and checking accounts or as 
this sum plus time and savings deposits in commercial banks. There has 
been only recent recognition that in a world of credit cards, insured and 
highly liquid savings and loan accounts in thrift institutions — possibly 
with telephonic transfer arrangements, liquid balances with money 
market funds, and other developments — the money concept is blurred, 
More comprehensive measures may be and have been developed, but their 
relationships to price levels require further exploration. 

In keeping with this general comment, critics have contended that inter- 
preting the money supply numbers ''has of late been a dicey game, "chiefly 
because the "current monetary measures are notoriously obsolete." The 
Federal Reserve's revision of the monetary supply figures in late 1978 has 
been regarded by many as a failure. Under this system. Ml is currency 
plus demand deposits; M1+ is Ml plus savings deposits at commercial 
banks and checkable deposits at nonbank thrift institutions; M2 is Ml 
plus time and savings deposits at commercial banks other than large 
certificates of deposit (CDs); and M3 is M2 plus deposits at nonbank 
thrift institutions. The Federal Reserve has now sought to correct the 
situation by adopting a new series of money measurements early in 
February 1 980. This is to include major changes in the basic series of M 's, 
which are employed in judging the degree of control of the growth of the 
money supply. One early "eport indicated that the major change would 
probably be the publication of a ''do-it-yourself list of money supply 
^components, including Federal Reserve estimates of a wide range of 
money quantity items — from the part of the Eurodollar magnitude (dollar 
accounts in European financial institutionsjthat affects domestic money 
growth to the changes money market mutual funds have caused in the 
way people are now saving money. The additional shopping list of money 
supply items would enable those dissatisfied with the old measures to "roll 
their own" according to a quotation from Federal Reserve Governor 
Henry C. Wallich. Another change is said to be the rhtroduction of a novel 
money measure to be called L, for liquidity, embracing all types of liquid 
assets, apparently adding up to several trillion doUa^rs. 
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Possible confusion due to the shift in the data design is to be dealt with by 
a "benchmark" series of growth rates for the new monetary aggregates 
going back to 1973." 

This lengthy exposition is not entirely a digression since it gives specific 
substance in a major area to the point that uncertainty prevails now and 
will prevail inthe future where the data used and the shape of the economy 
being forecast are in dmibt, under discussion, or in transition. 

Unemployment may be overstated by people relaxing between jobs and 
understated by the numbers of frustrated people who give up trying to get 
jobs, by the partially employed, and by the underemployed. Employabil- 
ity is affected by legal and union-determined wage standards. Employ- 
ment in the underground economy may affect the significance of 
employment data. 

The long-accepted and respected measures of consumer price levels have 
been subjected to challenge. Tedlnical details, such as the weighting of 
.housing purchases in the housing budget items, are said to overstate 
inflation as a measure of the typical consumer's market basket. The rude 
intrusion of OPEC oil and related fuel and energy prices is said to 
misrepresent the inflationary process to which normal restraining or 
stabilizing instruments should be applied. 

The skepticism about the CPI has recently been met head-on by thfe U.S. 
Bureau of Labor Statisfics. Commissioner Janet Norwood has defended 
the present index against allegations by official and unofficial critics that 
it exaggerates the inflation rate, but has announced as forthcoming some 
five alternative "experimental" measures of the most controversial index 
component — the cost of home ownership. Any resulting revision of the 
basic CPI would be long in coming, the announcement made clear, since 
the CPI is the best available measure, has long been used, and forms the 
basis of various wage and other contracts with a cost-of-living adjustment 
(COLA) feature. 12 

All these technical matters will need continuing attention in the early 
1980's. They merit some credence but cannot be resolved in a way that 
readily serves forecasting and economic managepaent needs of early 1980. 
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III. Limitations of Macroeconometric Forecastiiig 



A considerable part of. the uncertainty in the immediate 1980 forecast 
situation stems from the limitations of the macroeconometric technique. 
A nontechnical background review of the methodology and problems of 
macroeconometric forecasting is presented in Appendix A. ^ 

Macroeconometric models , are computerized systems of simultaneous 
equations based upon past observed relationships among economic varia- 
bles. Their results reflegt the interrelationships and interplay among 
variables in a way hitherto beyond the calculating ability or intuitive 
perception of the most gifted. They largely follow the neo-Keynesian 
approach to the national income, its components, and the mechanics of 
inconle generation. They have understandable difficulties in identifying 
and forecasting economic turning points. Like any forecasting technique, 
they have difficulty in identifying, predicting, measuring, and expressing 
the forces of human behavior and mass^sychology, particularly in a novel 
and rapidly developing scenario. 

Macroeconometric models must rely upon a set of basic assumptions that 
depend in part upon external noneconomic decisions and events. They are 
efficient and make a great contribution in their ability to explore the 
implications of alternative assumf ions. But the selection of the most 
probable assumptions and the assignment of probability weights to differ- 
ent options in a cluster of possibilities relies upon informed judgment, 
intuition,and, to a considerable degree, subjective choice. The choice of 
assumption scenarios, no matter how intelligent, may still leave the 
forecaster open to extraordinary surprise both in the form of unantici- 
pated economic behavior and in the form of public policy or political 
events. 
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The major forecasters have compiled very fine records. Even if they err, 
ind frequently they err together, they furnish a tangible, quantified 
scenario that interested observers and policymakers can discuss, dissect, 
ind compare with their own more specialized view of economic events. A 
t)rief comparative performance rating of five major macroeconometric 
nodels, including Data Resources, Inc. (DRI); Chase Econometric Asso- 
ciates Inc.; Wharton Econometric Forecasting Associates, Inc.; and oth- 
jrs, is presented in Appendix B. 
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IV. Uncertainties Surrounding Major Forecast Assumptions 



The practical validity of economic forecasts relying upon macroecono- 
metric models depends upon (1) the realism and substantial correctness 
of the underlying assumptions, (2) the applicability of the simultaneous 
behavioral equations relating dependent to independent variables based 
on past relationships, and (3) to an appreciable extent, the stochastic^ 
analysis, which simulates the impact of random shocks so as to develop 
confidence bounds. A macroeconometric model may be technically excel- 
lent; but if assumed conditions do not prevail, the forecast operation 
becomes to th^t extent irrelevant. Moreover, the applicability of the 
behavioral equations and their resultant interplay may be* adversely 
affected. 

If 1979 was replete with surprises, inexplicable economic strength, and 
mixed signal effects, 1980 promises to be similarly, if not more, unpredic- 
table. Let's examine briefly some of the basic assumptions upon which 
economic forecasting of GNP, inflation, employment, and other forecast 
variables depends heavily. The nature of the aiira of uncertainty around 
key assumptions is evident almost from a listing of the areas of policy 
commitment and "external" economic forces involved: 

• Fiscal policy and budgetary posture 

• Monetary policy and interest rate structure controls 

• Petroleum and other energy supplies and prices 

• The value of the dollar on foreign exchanges, the state of world 
economies, and the U.S. balance of international payments. 

Much of the forecast rests in the hands of these assumptions, which deal 
with things with great potential for the unknowable and necessarily 
embody intuitive judgment as to what is reasonable and plausible. In 
some circumstances, the assumption virtually governs the forecast. 



A. Fiscal policy and budgetary posture 

Both in its major components, tax revenues and expenditures, and in their 
subcomponents, the federal budget represents perhaps the single most 



important assumption in forecasting the 1980 economy. Various 
approaches are possible in defining fiscal policy assumptions. 

The Data Resources, Inc. (DRI), forecast as of mid-January 1980 recog- 
Q nized the cloudy budget policy outlook as the President prepared his 
Budget Message for delivery January 28. It assumed that in spite of 
significant tax debates in the election year, no tax cut would be adopted. It 
assumed the adoption of a windfall oil profits tax in January to yield some 
$2.7 billion in 1980, with substantially increasing amounts in, later years 
($8.5 billion in 1981 and $17.1 billion rn 1982). It envisaged a substantial 
package of tax cuts and Social Sec^ty tax rollback, aggregating some 
$25 billion to be effective early in January 1981. Expenditures were 
assumed to undergo only a mild expansion in 1980, in response to the 
generally expected recession.^ - 

Prior to the Afghanistan invasion by Russia, press previews of the fiscal 
1 98 1 budget to be submitted late in January indicated that, pending a few 
final decisions, it would call for expenditures in the vicinity of $615 to 
$620 billion, with a deficit in excess of $15 billion., This figure compares 
with a $35 to $40 billion deficit then expected for fiscal 1980, ending Sept. 
30. The 1981 budget was reported to include previously questioned $2.3 
billion aid for state governments in the general revenue sharing program 
(possibly with stipulations for its use, i.e., aid to local governments) plus 
$4.9 billion in revenue sharing aid to cities, cpunties, and other local 
governments. The budget spending plans were described as cutting back 
on some domestic programs or curbing their growth, but not too severely. 

Budget requests for defense were unofficially reported at $142. to $143 
billion for fiscal 1981, up some 11.5 percent above the $127.4-billion level 
expected for fiscal 1980. These requests were to increase the outstanding 
obligational au^ority so as to push up the actual defense spending by $20 
billion, or to more than $157 million in fiscal 1981, according to a 
presidential statement. As of mid-December 1979, these plans were to 
provide a "real" increase in the defense spending of about 4.5 percent in 
the next five years, as against the 3-percent real increase figure sought in 
-the past few years. 3 

The nriid-December pi-oposals included improvements in strategic nuclear 
forces, naval m£)deri*zation to support a rapid deployment force, long- 
range cargo aircWond supply ships loaded with Marine Corps combat 
equipment. The announcement recognized that "the 1980's are likely to 
bling continual turbulence and upheaval" related to strains caused by 
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"problems of energy price and supply." These plans were then attributed 
by some observers partly to political requirements for the still pending 
U.S. Senate ratification of the SALT agreement but also to the increased 
depth of international stress >i£j;:ipitated by the Iran hostage crisis. 

The mid-December budget plans probably understated defense spending 
increases, since such projects tend to unfold gradually in the various 
legislative and administrative phases and subsequent cost overruns are a 
real possibility. 

By mid-January 1980 the Administration's reported fiscal year 1981 
budget was being characterized as "obsolete before it surfaces, a stillborn 
victim of the new cold war." Commentators reported that, whatever last- 
minute increases for defense were inserted in the 1981 budget, the U.S. 
Congress would raise the ante, including taking a look at reviving the 
military draft. An iVfralent boom in defense spending was said to be 
gathering force; de^s«e stocks were strong in the securities markets. The 
former $61 5-billion fiscal year 1981 budget (versus receipts of $600 
billion) was regarded by experts as too low. Receipts estimated on the 
basis of a modest recession were also considejed outmoded by probable 
stimulation of economic activity and GNP^^ 

It is not necessary to belabor the range of possibilities in the level of 
defense spending in the next year and the next five years. It is very large. 
But defense is not the only area in which unusual budgetary uncertainties 
prevail. 

The essential situation with which the nation is confronted involves a 
large and probably unprecedented range of a,djustments both to military 
and security-type demands and to economic c^nge due to oil price and 
availability problems and to anti-inflation/antirecession/antidislocation 
measures. Government may be* called upon to ameliorate the effects of 
harsh economic cutbacks, for example, in the automobile and steel indus- 
tries, the housing field, and the agricultural in?lustries affected by the 
Soviet embargo. High interest rates will probably continue even after the 
supposedly peak levels of late 1 979 are moderated; and the impact of such 
interest rates on housing may call for government intervention. 

Economic dislocations and adjustments may be expected to call for a 
variety of social and welfare programs to assist people thrown out of work 
and businesses compelled to shut down or curtail their operations. The 
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severity of these demands would depend upon the overall tone of the 
economy and the depth and duration of the anticipated recessionTiJself 
still an unknown quantity. 
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On the taxation side of fiscal policy, the possibility of tax-increasing and 
Some tax tax-decreasing measui-es under the pressure of economic and political 
ZssthUities developments cannot be dismissed. As of mid-January 1980 the prospects 
for broad tax cuts m 1980 seemed to be dim at best. Still, it was thought, 
. mfluential groups in the business community^ might yet press for early 
enactment of tax reduction and incentives to "spur productivity and offset 
inflation." A Business Council tax package developed by the Business 
Roundtable in mid-December 1 979 called for a $25-billion tax reductions 
as follows: 

. . Business tax cuts \ $ 7 billion annually 

. ■ 

Individual tax cuts, S18 binion anmially 

— — ■ ^ — ^ . yi'.. 

Total $25 billion annually 



The business component included liberalized depreciation on the 10-5-3 
plan (10 year write-off for buildings, 5 for machinery and equipment, and 
3 f^r light trucks) plus 1 or 2 percentage points off across the board for the 
corp/orate income tax. For individuals, the plan provided for rate schedule 
adjustments to compensate for inflationary increases in the burden under 
progressive rates.^ 

While these proposals seem' unlikely to be enacted in view of the mid- 
January outlook for a brief, mild recession, if any at all; continuing 
inflation; and new demands for defense spending, they darinot be dis- 
missed if there is a sag later in the year. Other tax possibilities not to be 
excluded includp additional gasoline or petroleum taxes . to assist in 
conservation and rationing of scarce supplies, special tax adjustments to 
permit recycling of windfall oil tax revenues, and even a shift to value- 
added tax (VAT) to bolster and replace payroll taxes forSocial Security, 
as proposed by Chairman Al Ullman of the House ^Vays' and Means 
Committee. 

3.7 



B. Monetary policy and the interest rate structure 
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A major economic factor still in a state of unprecedented break with the 
past and continuing adjustment is the moneta^-interest rate policy of the 
Federal Reserve following the sharp tighteniri^ initiated bj^ Chairman 
Volcker. in October 1979. , -^^'^ ■ M^,- 

» • ' ■ ■ ■ v> 

t 

The rapidity with which monetary variable forecast assumptions had to 
be changed in the last two quarters of 1979 presages the kind of uncer- 
tainty that must perforce prevail with respect to any assumptions made 
, for monetary policy for 1980. , 

• The mid-January outlook in general supported, the assumption tha't an 
austere monetary policy would be continued well into 1980, until the 
recession and natural supply-demartd conditions for money permitted 
and favored some relaxation after mid-year 1980. Assumption of this 
general character underlay the DRI forecast of January 1980.^ By mid- 
February an upward movement in interest rates was becoming evident. 

The prospects for a milder, briefer recession or a slow-growth pattern, 
with expanded defense .spending, the possibilities of dollar weakness 
conne3lted/with iriterngitio or speculation as part of the 

V repercussions of the gold frfehz:y.;or continuation of ^t^^^^ ci*isis 
^ could forestall any softening- of the rigorous monetary -poycy of the 
Federal Reserve datiiig from the^ V new monetary policy (NMP) 
initiative oif October 6, 1979. ' 

If there ar^ricertainties about the rati(5^ale of the NMP, there are likely 
to be uncertainties about its future role and possible modifications. 
Obvious questions are raised with respect to it on a conceptual basis. Is it 
an expression of Friedmanesque monetarism, designed chiefly to reduce 
excessive accommodation of money and credit^demands on the^money 
creating mechanisms of the Fed? Is it an up-to-date version of neo- 
Keynesianism stripped of its now inappropriate bias toward expansion- 
ism and inflation? Is it essentially a conservative crisis measure, designed 
chiefly to use the interest rate structure to slow borrowing and investment, 
combat inflation, attract international funds, and strengthen the foreign 
exchange position bf the dollar? Does it embody the idea of halting 
inflation by^eml^racihg unemployment and possibly moderate recession? 
Is if tenable to asstime very prolonged continuatidn;of repressively high 
; inferest rates? Will it prove necessary to "make exceptions'' for the relief of 
housing, small business, and other areas that would hamper its intended 
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f^jnction? Is it reasonable, on the other'hand/ to assume that it will be 
feasible in terms of the rationale of the NM P tolease rates merely because 
of slackening of heavy loan demands? Will nat foreign exchange/ balance 
of payments problems and continuing inflation call for very high, possibly 
rising rates? And the overriding uncertainty is whether we kriow, in a 
stagnation situation, wliat a realty high interest ratels in terms of real vs. 
nominal^ rates with the CPI rising at a l2-'to. 14-percent., aimual rate.' 
Perhaps the NMP has, in fact, merely explored a stratuin of nominal 
mterest rates, which begins to touch on a positive real fate in -the more 
traditional range of 3 to 6 percent. ' \ f' 

C. Energy prices and availability 

■ > 

Energy costs and supplies, with emphasis on imported petroleum, have a 
major bearing on economic growth, productivity , the inflation rate, the 
balance of international paynients, the valiie of .the dollar, monetary 
policy c^ofnmitments, and other aspects of the economy of 1980 and 
beyofl^d. . • \ ir V. ■.. 



The year-end outlook for petroleum prices is colored by several factors: 
(1) failure of. OPEC members t^ reach a unij^rm pricing structure at the 
Caracas, Venezuela, meeting, (2) substantial oil price increases and basi- 
cally tight supply, conditions in 19^ and beyond assumed by respected 
forecasters, (3)" conflicting evidencefadduced by some analysts to support 
the opinion that prices of petroleifm are pe^aRing in view of a supplyr 
demand bal^^^e now developing that wiil neeessftate production cuts by 
OPEC to av^ an oil glut and to.sdpportrhe^g©^^] oil price structure.^ 
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The OPEC agc^^ent to disagree left jjtf world without a stable uniform 
P"''^ s>e^^ Whether this means Official sanction to chaos in world 

agreement 

on pncijag rmylbe argued. Oil prices . were already being set ^nd reset 
to peri(g^ally By the OP^C cartel at levels generally designed to charge 

du,agree whatWfr^ffic would bear, all factors bearing upon oil politics consi- 
^dere<^. TO Caracas meeting adjournment without fixed pr-ice agreements 
\ i^m^perm. each OPEC producer to set its own prices, i.e., to^determine its 
• ■ own t^rice-differential from the then prevailing $24 per barrel to be 

. , ,> mamtained : fo|^he time being by Saudi' Arabia fori its "light marker 
crude." Oil is got .homogeneous; there^e various grades, qualities, and 
characteristics, including processing cos%hat justify price differentials. 
The new arrangement also apparently allocs quicker, less "cartelocratic" 
price adjustments and||mits each OPl^pJember to exploit spot market 
transactions and crthei\%|!&Te nexiblfL^^ 

. ^ 




Oil prices must, of course, be assumed to increase in 1980'both because of 
OPEC pricing and because of dbriiestic petrbfeum price decohtrol. The 
PRt. forecast as of January ' 1980 assumed that OPEC prices wbuW 
averkge sopie. $27 per barrel' ih*"l 980 versus some $23 per barrel late iri 
1979. rising to $31 per barrel in 1981 ^nd $35 per barrel in 1982. Other 
features of their_assumption were— 

• An average 26-percSntH^nnual rise in wholesale energy prices 

• Price-induced conservation and supply constraints causing^a mod- 
erate (about 6 percent) drop in oil iftiports in 1^0 and 19«1 as 
against 1979. »^ v ' \ 

• A rise in domestic crude oil prices by byer;60Vpercent in [980 over 

■ \ 1979, with further substantial percentage increases in store for:[98iv 

md i982> ■■' . •. ■ ' . 'y ''^-- 

DRI assumed that world petroleum prices would remain tight, supporting 
upward pressure on prices, --but that there would be no major supply 
shortfalls in 1980.'* " . . - 

■ ■" ' ■■ ' , ■ 

The Heller- Perry letter of January 21, 1980, regarded the Middle East 
situation in 198Q .as even *rhore ominous than before. It indrcated that, 
after a momentary glut, we cannot count on adequate oil supplies even at 
OPjEC prices of $30 per barrel: Mbre specifically, their forecast assumed 
oil price increases now scheduled by OPEC coupled with a 50- to 60- 
percent rise in domestic .oil prices, but :jTi^d'e no allowance for "the 
shorta'g^s or possible rati^^fiing that would' accompany a major interrupt'' 
tion of supplies.^" ^ , ■ ' , ' \ ;! ' 

The ^ptimistic oil price forecast by Lawrence^himerine of Chase Econo- 
metric Associates, which suggests that the oil price spiral may^ve ended 
or settled down to a steady tie-in with world inflation rates, echoes the 
momentary glut in the early months of 1980 mentioned in the Heller-' 
Perry treatment. It underscores still another possibility in the recognized 
spectrum of possible energy price and supply conditions for 1980. 

Another forecaster. Citibank's Economic Week, outlines a still different 
view of 1980 oil price and supply developments. It regards,^ the OPEC 
failure to agree on its benchmark crude oil price as. not discontinuing its 
rule over the: world oil market and as getting-;the 'U.S. "over a 'bigger 
barrel." Still, given likely production levels, ^co^ow/c Week suggested 
that market forces will tend to establish a new equilibrium, in "the $26 to 
$27 per barrel range in 1980, These prices are expected to depress OPEC 
oil exports but to offer "little challenge to its ability to set minimum oil 
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priccsr Economic Week estimated only a 2^percent reduction of U;.Sr oil 
consumption in 1980. Bdrring a substantial Iranian oil export cutback. 
Economic Week' felt the 1980 oil market, in the midst of a weakening 
world economy, "would provide the OPEC moderates with an opportun- 
ity to reassert their influence on oil prices." But, it indica^'d, OPEC wilf be 
able to defend the $24 per barrel minimum agreed upon in Caracas "in the 
face of any plausible reduction in 1980'soil demand.'^' \ 

An essentially more pessimistic view of oil price and supply . conditions is 
expressed by John F. O'Leary, former U.S. Deputy Secretary of Energy. 
He envisages the 1 980's as a period harsher by far to the consumer than the 
unkind 1970's. He; sees the decline of the sti-ategic cushion of surplus- 
producing capacity. He sees a "crossover" into a world of permanent 
petroleum shortages— once expected to occur only in the mid- to late- 
1980's— as being now at hand, in light of manifestations of oil productipn 
cutback tendencies in many o'jj^roducing countries apart from Iran^ iRrice 
impacts are rated as kss serous than the .disruptive effects olv-^ven 
relatively small supply interruptions and the spillover into social tinrest 
affd possible military, action! '2 i^.. 

Another caveat with regard to energy price and supply-demand condi- 
tions: price-induced conservation to date has becTi short-run and limited 
by the existing stock of transportc|tlbri^^^'a^ heating equipment. As the 
time span for adjustment by constin?l'rs and users of fuel for automobiles, 
home heating, and industry iH^I^^^ of paslutilization patt- 

erns will be overcome. For exa1tiple, aSl'he huge gas guzzlers are gradually 
removed from the highways, the way will be made eas;er and. safer for 
smaller and lighter vehicles. Greater technical flexibility and a'diiptation 
than expected may occur even within the next couple ofyears and that will 
•improve upon the modest conservation and substitution effects witnessed 
to date. 



* D. The status of the dollar and. the state of world economies 

Some macroeconomic models and other forecast systems need to make 
. certain assumptions relating to forces afftcting the external purchasing 
power of thi; dollar its exchange rate. These assumptions neces.sarily 
take account of the prospects for both (1) the role of the dollar as a 
reserve asset and as an oil pricing vehicle and (2) the jnternational trading 
relationships and capital flows that affect the balance'ol payments and tfie 
exchange value ol the dollar. 



.^DRTs forecast of January 1980, for example, indicated that uncertainties' 
over the dollar's position as a reserve asset currency have alreacly. wea- 
kened its value on the foreign exchanges. It assumes a depreciation in the 
dollar's "trade-weighte^cxchange rate" at an annual rat<; of 1 .4,percent in 
''th^, period 1980-82. , -this depreciation, of course, , reflects both the 
ex)>ect^d high, U.S^. inflation rate, and the persisting or growing. trade . v 
imbalances. Ono factor in the assumed trade imbalance is a projected 
slowing in the composite growth rate of "our industrial trading,partners" 
to 1.2 percent in 1980 versus 4.7 percent in 1979, to be followed by 
recovery back to 1979 levels by f982.i^. 

The Heller-Perry 1980 economic outlook letter of January 21, 1980, did 
not make explicit assumptions about the depreciation (or appreciation) 
possibilities for the dollar on foreign exchanges. Certain other assump- 
tions or projections it rpade-- for example, about oil prices and productiv- 
ity of the labor force h'a\/b' an unfavorable bearing on the exchange value 
,of the dollar in 1980.''^ Earlier sanguine reports in the Heller-Perry 
'- outlook letter on exports and the trade balance, relying in part on bumper 
crops and the Soviet market, looked to continued improvement in the 
trade balance in 1980.'^ 
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The earlier Heller-Perry outlook letter of October 5, 1979, did, however, 
deplore the use of high interest rates spurred in part by renewed "dollar 
jitters." It observed that the Federal Reserve's interest rate boosts had not 
succeeded in removing 'pressure on the dollar and attributed the then 
emerging scramble for gold and other precious metals to uncertainties 
about the dollar and world inflation prospects. Speculation in gold, silver, 
and copper had l;)cen .spurred especially by Arab buying. Among other 
things.' the Heller-Pefry analysis went on to put down anxieties, deemed 
partiipuiarly misplaced in the case of major industrial nations, that the 
gold price explosion would have dangerous effects by boosting foreign 
exchange reserves and thu.s Vjelaxing policies of economic restraint. The 
gold fever, in Heller and l^erry's opinion, should have no significance for 
lhj><^'on()mic policy decisions, except as a "mirror ol inflation, specula- 
tion, and footloose money that keeps the dollar under pressure." jn their 
view, the gold fever was a painful reminder that defending the dollar, in 
accordance with the November 1978 pledges by the White House and the 
F ederal Reserve, involved costs in the lorm of slower growth and deeper 
recessions. I heir conclusion as of October 1979 seemed to be that the 
self-corrective forces of deepening recession in the U.S. and slowdowns in 
foreign economies would rever.se the upswing in interest rates. This con- 
clusion seemed to leave the reader with the impression that Heller and ^ 
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Perry did not regard the defense of the dollar as a big objective and looked 
forward to the automatic easing of the dollar problem along with high 
interest rates by the expected widespread recessionary trends in 1980^^ 

H ints of switches from the dollar to the German mark or the Swiss franc 
as the medium for pricing oil and "storing" the enormous proceeds of oil 
sale transactions have appeared in the fSiancial news. But the possibility 
of such a switch on a big scale seems to rLse awweties on the part of these 
hard currency countries that the new role would impose heavy, if not 
intolerable, burdens that would handicap their domestic monetary man- 
agement more than it would help the dollar. Nevertheless, this possibility, 
along with high gold prices, underscores the depth of international 
tension and uncertainty about international monetary institutions and 
njechanisms. 
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The easing in the price of gold as of January 22, 1980, was followed by the 
major gold price "correction" on January 23. This, possibly with the aid of 
the damping of silver speculation by curbs imposed by the New'York and 
Chicago commodity exchanges, seemed to promise at least temporary 
relief from whatever pressure on the dollar might be considered to stem 
from speculative excesses and irrational pricing in the precious metals 
area. Gold prices, U.S. gold policy, and their broader implications for the 
U.S. economy still remained sources of uncertainty. 

A listing and brief discussion of some neglected contingencies and policy, 
options are contained in Appendix C. 
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V. Major Forecast Areas 



This section reviews the prevailing forecasts in specific major sectors or 
aspects of the economy, including the inflation rate, GNP and its chief 
components, industrial production and capacity utilization, employment 
and unemployment, labor productivity, interest rates, the government 
sectors, selected major industnes such as autos arid housing, and others. 
Most forecast items of this type, as of late January 1980, have been geared 
to the consensus-type prediction of a recession in I980.They will be 
presented subject to all the qualifications and reservations raised by the 
Middle East situation, the apparent end of detente, and the expected rise 
in defense spending. A number of the sectoral forecasts are interrelated, 
and coherent pre:sentation is consequently complicated. 



A. Inflation dut look H 

In general, forecasters predict that inflation will continue at double-digit 
rates through the first half of 1980; demand pressures are expected to ease 
slowlv, particularly in view of the recent delay and amelioration of the 
receafeion outlook and the diffusion throughout the economy of higher 
fuelj/arid gasoline prices due to the December 1979 oil repricing. Once the 
oil c(^t-push factor is absorbed and distributed and recession softens 
demand, inflation is expected to fall back to high single-digit figures. The 
average CPI inflation rate for 1 980 as a whole is apparently expected to be 
in or near the double-digit range but below the above- 13 percent figure 
racked up in 1979. 

This summary closely parallels the DRI inflation forecast, based on its 
"control" or most likely forecast scenario. ' It Ts also similar, but with some 
differences noted later, to the Heller-Perry forecast of January 21, 19802 
and to an only slightly more recent forecast by Professor Heller.^ The 
Heller-Perry approach factors together the various "building blocks" of 
inflation for 1980: (I) modest labor productivity growth and compensa- 
tion increases, (2) OPEC and domestic decontrol oil price hikes, and 
(3) projected easing of mortgage interest rates. It comes out with an 
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average CPI rise of about 9 percent for 1980 as a whole, consisting of a 
13-percent rate early in the year and a rate between 7 and 8 percent by the 
end of 4980. Professor Heller's own summary of this forecast is: "Yes, 
inflatiorpKill race ahead at its present pace, or worse, for several^months 
as burgeoning oil costs continue to lift prices at the pump and the rise in 
mortgage rates continues to distort the CPI numbers. But, by mid-year, 
double-digit inflation should be behind us,"'' 

A recent Economic Week analysis of "What .the downturn means for 
prices" examined the effect of different phases of the economic cycle on 
the inflation rate due to productivity and labor cost patterns, which it 
finds gives -results- at variance with traditional economic theory that 
recessions ease inflationary pressures. 5 The exposition explained that 
recent history showed that recessions have a strong negative effect on 
productivity. Thus in terms of cost-push inflation the anticipated reces- 
sion would push prices up. However, it could "lay the groundwork for a 
future slowdown in the rate of inflation," since output per worker hour 
"typically surges ahead as soon as the recession has ended," thus reducing 
the rate of increase in unit labor costs. Economic Week also looks forward 
to some wearing off of the 1979 spurts in energy, housing, and finance 
costs, but not in substantial amount until the second half of 1980. This 
whole supply side analysis is qualified also by Economic Week's observa- 
tion that the demand side is important and any substantial reduction in 
the general inflation rate would have to wait upon a "sustained slowdown 
in the rate of growth of the money supply." 

Inflation forecasts have tended to err on the downside in recent years. 
Various factors other than technical error in forecasting equations are 
responsible. Some are quite understandable, such as unforeseen or under- 
estimated events. Unconscious bias due to a desire to justify and defend 
intellectual positions on macroeconomic management and politicization 
are probable factors. The emergence of supply side factors, resistance of 
costs and prices to downward movement (ratchet effect), and inadequate 
comprehension of the impact of monetary accommodation seem to have 
played their part. The analyst must wrestle with various interacting, 
self-reinforcing components of inflation, such as the wage-price spiral. 
This involves comparisons of productivity and wage guidelines or other 
wage determination processes and gaging the inertial momentum of 
inflation. There are the mysterious costing and pricing-policies of large 
corporations with market power to contend with. Recession effects on the 
cost-supply side are in conflict with the traditional role of contracting 
demand in the price equation. Consumer psychology and behavior and 



the whole field of inflation-expectational economics need to be further 
explored and developed.6 There are economic mechanisms that are 
neither, fully understood nor quantified. All these points have some 
bearing on the 1980 situation. '» 

As further background, a brief comparison of inflation, GNP, and unem- 
ployment predictions in two governmental forecasts for 1980-81 by the 
Congressional Budget Office (CBO) and the President's Council of Eco- 
nomic Advisers (CEA) is presented in Appendix D. 

An interesting dissent from the consensus-type forecast for 1980-81, that 
recorded by the ARIMA^ t^^^^ developed by Data Resources, 

Inc.), is summarized in Appendix E. 

B. Gross national product - : ; ; 

The heart of an economic forecast is its prediction for the gross^ national 
product (GNP) — the corqjptehensive measure of the nation's output of 
goods and services. This magnitude embraces the entire package of eco- 
nomic activities and its mafor components: personal consumption expen- 
ditures, gross private (rotnestic investment, exports/ imports, and 
government purchases of goods and services. The GNP in current dollars, 
with adjustment by the imi^it price deflators for GNP, reflects both the 
overall GNP inflation rate and the real (inflation-adjusted) GNP. The 
treatment of GN^P components and subcomponents in an economic fore- 
cast reflects tl^ ^xpected ejfffiomic factors or trends that are expected to 
alter or suppqft 'theoyedB economic movement. 

The GNP forecast might seem at first glance to involve, less risk than 
specific forecast items since it combines various sectors, the ups and 
downs of which may average oijt, or compensate each other. However, the 
GNP components are interrelated and to some extent mutually 
reinforcing. 

The Heller-Perry 1980 forecast letter and the DRl control (most proba- 
ble) forecast of January 1980 predict roughly comparable declines in GNP 
for 1980 but with significant differences. Let's examine them briefly. 



The Heller-Perry forecast indicates that real GNP in 1980 will fall 1.2 
percent below 1 979, but the current dollar value GNP will be pushed up by 



inflation by some 7.8 percent to over $2.5 trillion ($2500 billion). As of late 
January 1980 Heller and Perry were still forecasting very much as they did 
in October 1979— that the predicted.recession would carry GNP down 
about 2.5 percent "from peak to trough." In the January 1980 forecast 
they refer to the GNP decline as a "slide" lasting most of the year. That this 
is a mild recession "forecast is indicated by their October 1 979 comparison 
of the 2.5-percent slide-off figure with comparable figures for recent 
recessions: 5.7 percent drop in 1 973-75; 1 .4 percent, in 1949; 3.3 percent, in 
1953-54; 3.2 percent, in 1957-58; 1.2 percent, in 1960; and 1.1 percent' in 
1969-70. 



Heller and Perry stick essentially to the one GNP forecast that they term a 
"reasonable prospect," but they qualify it by the contingency that "an 
intensified military build-u>vcould reverse the slide rather quickly." They 
give little or no attention to^the possibility of down-side error— a more 
severe recession. ( 



The DRI forecast predicts a decline in real GNP at an average 2-percent 
annual rate over the four quarters ended 1980: HI, with recovery setting in 
late in the year. This forecast contemplates a current dollar GNP figure of 
some $2559 billion for 1980 as a whole, subject to an implicit price deflator 
in the 9.5-percent range. The DRI forecast for 1980 follows its usual 
forecast pattern of attaching probability weights to the control forecast 
(50 percent) and possible alternative scenarios. The DRI analysis as of 
January 1980 recognized only a 10-percent chance of a briefer, milder 
recession; it attaches jgreater probability (15 percent) to a deep recession, 
but still greater probability (25 percent) to a "boom-bust" scenario that 
would maintain*increasing GNP real growth rates through the first half of 
1980, to be followed by a sharp dip resulting in a negative annual growth 
rate (nearly -9 percent) in 1980: l\j. 

The Heller-P^rry analysis views their moderate recession forecast as the 
resultant of several negative factors pulling GNP down in 1 980 (a tighten- 
ing federal budget, #ligh interest rates and tighter credit, and oil prices 
equivalent to a $50 billion net drain on consumers' purchasing power) and 
a cluster of expected positive factors supporting or pushing up GNP so as 
to keep the recession "within moderate bounds" (an expected "mild 
inventory correction,"** underlying strength in housing demand, strong 
export performance, and the "mounting tide" of defoose spending). 
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The DRI analysis contemplates aipoderate overall fall-offer hesitation in 
consumer buying after its recent display of stubborn strength partly due to 
"hedge buying." After recent higher-than-anticipated levels, business 
investment in plant and equipment is expected to turn down. Other 
negative factors operating to pull the real 1980 economic level downward 
are the near double-digit inflation rate expected for the first half and the 
9-percent range expected thereafter, a drop in housing under the pressure 
of tight money, ancl4iM(entory correctionsTeflecting weaker markets. The 
DRI discussion concludes that the economy is not likely to regain 
momentum. until early 1981. 

Specific attention was given by DRI to a no recession or moderate growth 
scenario in the form of a special study.' The study concluded that if 
defense spending or private demand inflamed by inflation should push 
growth on through 1980-81, there would be adverse repercussions that 
would produce a worse recession later. These consequences are no 
improvement in inflation, higher interest rates, low savings rates, deterio- 
ration in business balance sheets, and other more serious risks: (1) OPEC 
responses to enlarging U.S. demands for energy, (2) weak^ed U.S. trade 
balance, and (3) accompanying dangers to the world monetary system. 

In broadbrush, possibly oversimplifying terms, .tire Heller-Perry and DRI 
forecasts may agree on overall GNP results, but the policy conclusions 
they draw are different. Heller-Perry says, in effect, recession is coming 
unl-ess defense spending "upsets the applecart," but recession will be a bad 
development because it will do little to ease the chronic inflation problems 
and will cause unemployment and failure to achieve the full U.S. eco- 
nomic potential. D^I also says moderate recession is coming (and the 
chances of a worse one are greater than for a milder one); but if moderate 
recession doey not materialize because of a consumer buying splurge or 
defense spending, the results will be bad because inflation and simulated 
energy use will lead to a graver future bringing-to-account and new OPEC 
pressures. 



-C. Consumer 'spending 



ibnsumer spending is the largest single component of GNi^, roughly 64 
per^nt at recentjevels. It directlyreflects the current living standards and 
indirectly the^peTsohal savings rates of the peoplej. It has a certain stability 
kiid is^ared closely to consumer incortK^,,^0&^^ 
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volatility and unpredictability at critical times due to changes in consumer 
mood and confidence, expectations, availability of credit, responses to 
products, the weather, attitude towards personal saving, and other fac- 
tors. Apart from its sheer size in relation to the GNP total, consumer 
spending can encourage or dampen business investments in inventory and 
productive plan^j|ahd equipment. 



The January DRr control forecast of moderate recession in 1980 projects 
only a 1 .7-percent decline in consumer spending over the first half of 1 980, 
related chiefly to durables and energy-related items. Recovery is forecast 
later leading to a 3.1 -percent annual growth rate in consumer buying in 
1981 and 1 982. Car sales are prominent in this aspect of the forecast. The 
consumption figure as a whole plays a prominent role in accounting for 
differences between the control forecast of moderate recession and alte;E=^ 
native scenarios ranging through boom-bust, brief recession, and deep 
recession."' 
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The Heller-Perry outlook analysis for 1980 recognizes the role of consu- 
mer spending, described as "surprisingly feisty," in staving off the reces- 
sion in late 1979. The bulge in consumer spending was apparently at the 
expense of personal saving rates, which declined from 5.2 percent early in 
1979 to 3.25 percent of disposable income in the latter half of 1979. This 
developmenff was all the more surprising in view of the drqp in auto 
purchases, which would ordinarily be reflected in higher personal saving 
rates. Heller and^Perry believe that a considerable part of the sustained 
consumer spending was financed by the proceeds of new mortgages on 
existing homes, a source that will dry up. The Heller-Perry forecast is for a> ' 
returln of the persona] saving rate to more normal levels of around 5' 
percent. For 1980 as a whole. Heller and Perry are of the opinion that 
constimer spending will grow about 9.5 percent over 1979 in current 
dollars — which, after correction for inflation, would represent little or no 
real increase." 
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Uncertainties of consumer mood, reaction to inflation and world uncer- 
tainties, adaptation to energy prices and shortages, and'access to cash 
flow from one not readily identifiable source or another make clear the 
risks in an economic forecast, especially for recession, in the present 
situation. 
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D. Business fixed: investment 



Business fixed investment, technically known as nonresidential fixed 
inyestment, represents business spending on plant and equipment (struc- 
tujres plus producers' durable equipment): Running at levels of about $261 
billion annually in late 1979, it constitutes some 11 percent of GNP. 
Forecasts of this important variable reflect business confidence, the busi- 
ness community's perception of consumer dernand trends in relation to 
existing capacity, the cost and availability of financing, and other factors, 
such as tax incentives and overall growth expectations. Busiq^s fixed 
investment is important for increasin^.efficiency and produetiyity. Under 
inflationary conditions, it is subject to a tax handicap due to the shrinking 
real value of -depreciation allowances-based on historic cost. Busines^i 
fixed investment traditionally responds, with some lag, in multiple 
fashion to increases or decreases in consumer demand (sometimes calljetf 
the "accelerator effect"). .Business spending, in turn, has a "multiplier 
effect" on the economy because of the wider circulation of money incomes 
it generates and supports. 

The Heller-Perry outlook letter of January 21, 19B0, was quite firm in 
pronouncing that, in spite of large order backlogs for machinery and 
equipment arid commitments for construction, "strength in this sector is 
ebbing."'2 Netting out a number of conflicting indicators in the capital 
spending area. Heller and Perry foresaw business fixed investment rising 
nearly 9 percent in current dollars, represeTiting little change in real 
outlays after inflation correction. Their qualifications on this evidence of 
weakness were that (1) it was not expected to snowball as in the previous 
recession of 1974-75 and (2) it cbuld be reversed in the event of military 
build-up. 

The DRI control forecast of January 1980 projected a definite decline of 
business fixed investment at a ^S-peWnt annual rate over the next four 
quarters, with continued smaller decli nes in 198 J but strong recovery in 
J982. The fall of nonresidential construction in''] ^80 was expepted to be at 
a higher rate (6.5 percent) thati that of the decline of spending on produc- 
ers' durable equipment (3.9 percent). * r . 

The Citibank's Economic Week as of mid-December 1979 was of the 
opinion that, while business capital spending had been one of the bright 
spots in the U.S. economic picture in the recent period, most recent 
surveys of business plans indicated that real capital spending nmy well 
have^ peaked and slower investment growth is likely in 1980. Tl^^^/ecent 
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Strength in capital spending was fo'und. traceable to transportation equip- 
_mvm.. While aircraft buying would- hdld. uji; automobile buying was 
expccfted to be a "source of weakness/%srpessimistic conclusion: real 
'/equipment outlays would fall some 9 to, 10 percent by mid- 1 980 and 
nonresidential structures would drop even more, by some 12.5 percent 
belore it "troughed" in late 1980. While ^^6*6'^ 5 analysts 

regarded this as a mild decline, they warned that it could be greater if the 
recession turned out to be more severe than expected. 

■ " ■ St 

1 he uncertainty and tentativeness in the lousiness capital spending picture 
are given another fillip by U.S. Department of Gommprcedata released in 
late .latiuary, which showed that among other things, new factory orders 
1 or . nondefense capital, gdods-^rega as a barometer of future plant 
and equipment spending— jumped 7.9 percent in December 1979 versus a 
2-percent rise in November and a 3.7-percent decline in October.. " 

Commenting on this new report, Courtenay Slater (the Department's 
chiel economist) said that h "fits the pattern we ve been seeing, but that 
pattern is somewhat of a- mystery . . . new orders for durables certainly 
arent strong, but they certainly aren't fallirtg., off and collapsing, 
either . . . all the underlying forces tell us we^^ught to be going into a 
recession, but there's very little in the dataVback that up." Nevertheless, ■ 
Dr. Slat^ added that she continued to believe that the combination of 
high energyrcosts and inflation, with its. eroding effect on consumer's - 
buying pqvvei^ ultimately will produce a tiDwnturn in 1980.'-' 

All these developments and comments confirm thf now familiar question 
whether the long-predicted recession of 1979 will really occur but suggest 
a restatement: If there is eventually an economic downturn in 1980 as a 
result of inflation, OPEC adjustments, and similar disturbi^ng factors, will 
It be the same recession previously forecast but merely on a delayed lime 
.schedule or will it, in fact, be a new phase of economic difficulty and 
readjustment? 
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E. Inventory behavior ~ 

Business inventory changes figure in most comprehensive economic fore- 
casts. Indeed, one of the early classical theories of what was then called 
"the trade cycle" was based largely on waves of inventory accumulation 
ynd dccumulation,-and the resulting stimulus or destimulus to. fxictories' 
payrolls, all under the partial governance of interest rates and credit' 
supplies. • • . . . , 
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Business inventories,;incIuding wholesale and retail trade plus manufac-^ 
tuners' stocks and goods in process, represent a total in the $4'25 billion 
range. '5 Net changes in inventories represent investment (increases) or 

"disinvestment (decreases). Relatively small percentage'changes in the 
inventory figure contribute significant amounts to the business invest- 
ment picture. Inventory holdings are essential to production and distribu- 
tion; an adequate flow of goods in the pipeline smooths the 
production-distribution sequence, avoids interruptions and delays, and 
provides an impor^tant reserve for the economyC Inventories are kept in 

'balance with sales and production flows but are affected by cost factors 
and expectations. Gonntpiitefiz^lion and similar advariced inventory con- 
trol procedures have Kelped econbinize on inventory investment. Higher 

• interest rates have ajdded to the costs^f holding inventory, while inflation- 
ary trends may haveiended to induce advance buying of inventory goods 
and materials. Top-heavy inventories are a source of instability since 
rapid liquidation would be a negative investment factor depressing pro- 
duction, employment, and the GNP. Lean inventories may reduce the risk 
of disorderly liquidation but tinder strong recovery conditions could lead 
to rapid accumulation fueling a boOm. 

The Heller-Perry outlook letter of January 21, 1980, observed that 
restraint in business inventories has prevailed. Allowing for the special 
increase in petroleum product inventories. Heller ari.d"Perry, like others, 
foun<j a good balance in other inventory components with sales. They 
forecast inventory cutbacks (decumulation) in vresponse to predicted 
weakness in retail sales, but the correction was anticipated to be milder 
than usual in recessionary periods. Thus, for 1980 as a whole they merely 
forecast $15 billion less inventory accumulation than in 1979. . 

The DRI control forecast of January 1980 showed a net inventoi-y decum^ 
ulation of some $1.4 billion over the period 1980: 1, 11,111 as a whole with, 
net accumulation of $3.4 billion in 1980: IV, making a net accumulation, of 
about $2,billion for 1980 as a whole. '? Jhis compares, however, with a net 
accumulation of some $40 to $45 billion during 1979. The DRI analysts 
felt, however, that the cautious inventory control, in line with sales, they 
had observed in 1979 seerted to continve and."shou!d help .to restrict the; 
normally volatile movements of inventories during a downswing."'** 

The greatest inventory-movement risk the :DR forecasters found in the 
1980 situation was the possibility of a sustained boom in 1980 (part of the 
boom-bust scenarib), which would leave businesses "understocked and 
scrambling for additional goods and supplies/'J^ ^ 

ity weight attached to this explosive possibility is a matter of subjective 
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evaluation'.' burseems greater in light of possible accelerated defense 
spending; and ^ international ^developments that would encourage 
hoarding. ' ; • ^ 
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F.' ' Interest rat^s 

' '" 

Interest rates constitute a recognized structure with a spread among 
different rates that has its owji symptomatic value. Interest rates affect the 
price of corporate equities as well as outstandi;ig bonds ^nd, amonjg other 
pervasive effects on capital costs, have an impact on housing construction 
and home bu^mgand the financing of consumer durables. Any evaluation 
o( t^he outlook for interest rates has to start with questions about the 
/ develop-ments in the perwd following the Federal Reserve's announce- 
ment on October 6, 1979, of a restrictive monetary /and interest rate policy. 
Various questions arise^n6tably: " ' ' #» 

• Has the policy b^en successful in slowing growth in. the money 
stock? , ■•. ' \ ' , ■ : ■ 

^ • Has it . effected an economic slowdown and, if so, of what 
\ dimensions? • » 

Part of the consensus-tyjif forecast is the prognostication that interest 
. rates have already.peaked in the last quarter of 1979 or are abopljfo do:so 
: early -in 1980. this peak may be characterized in various.ways wijth respect 
to the complex structure or hierarchy of interest rates. DRI sees the peak 
in terms' of.a prime rate (rate extended by commercial banks on short- 
term loans to their best-rated business customers) of over 15 percent and a 
Cederal. funds' rate (rate charged on loans of reserve deposits, funds in 
trading amcmg' member banks of the Federal Reserve System) of about 
13.75 percent. 2e - • , V • . 

■ ■ ' ' ' ' 

■ ' The projected decline is predicted to be slow, with the prime rate, accord- 
ing to DRI estimates, falling no lower than 10.25 percent in 198 1 ~ - 

,:. The complexity of the interest rate forecast and the risks of departure' 
from the coflsensus-type view on^mount, timing, and direction of change 
are substantial. Tenditlg. to increase interest rates are the political crisis 
' affecting the..|»ersian Qulf area, chaotic and speculative commodity aftd 
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sluggish monetary demands, curtailed credit 'demands, and a consistent 
and stabilizing Federal Reserve stance. Is the result a standoff or is the 
balafice tipped toward a lower or higher interest-rate structure? 

The DRl detail analysis on interest rates seems to conclude that the 
combination of factors affecting the financial markets suggests \yeaker 
bond markets (higher interest yields) in contrast with lower money market 
rates. The uncertainty is such that the DRl detail forecast attaches 40- 
percent probability to th^contingency that worsening inflation afld other 
factors may prolon^higliinterest rates and push them to new peaks. 
Conisiderable weight \s?attached to the possit)ility of the"^ double peak for 
interest rates (an earlier one for money market rates and a later one for 
long-term bonds) in\iew of the intractable inflation problem, 

T^ Heller-Perry outlook analysis for 1980 makes no explicit appraisal or 
forecast of the interest rate structure. It implicitly forecasts that the 
otherwise expected decline in interest rates would be delayed by "eco- 
, nottiic buoyancy and political tensions abroad, "with the possible result of 
a;:delay knd recovery of real hpusing activity until 198L-- 

Citibajtk's Economic Week of Pecember 31, 1979, expressed the opinion 
thfit inwhe spring or summer of 1980 the Fed will experience growing 
preSsup«o stimulate the economy as expected increases in unemployment 
deivelop and real ingromes continue to decline. Its view is that sagging 
/business activity and easing of inflation expectations by themselves 
should cause a marked decline in interest rates in 6 to 18 months; Specifi- 
cally, it forecasts that the certificate of deposit (CD) rate will fall from 
about 1 3.5 percent as of y'eiar-end 1 979 to an average of 9 to 9. 5 percent by 
spring 1 980 and 7 to 8 percent by the first half of 1 98 1 — unless the Federal. 
Reserve resumes stimulative policies, , 

If the Fed should go back to a stimulative approach to ''accommodate" oil 
price increases or to cope with recession and help recovery in the second 
half of 1980 (and this stimulus is largeV than in the 1975-76 recovery). 
Economic Week analysts believe that interest rates in j980 "probably 
would remain relatively high," due to the effect on business and inflation 
expectations.-^ , , 

There are other views on the highly complex and fluid set of forces and 
policy decisions affecting interest rates. In an October 1979 address 
entitled 'interest Rates Cleared for Takeoff;'" Dr. Albert M. Wojnilower, 
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managing director. The First Boston Corporation, made this introduc- 
tory oorrtment: 
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. :As interest rates climb higher and higher, even some of the most 
.hardnosed bond-market bears seem tempted to reach for the honey 
kaown to be stored at the ultimate peak. Rates surely are high by any 
historical standard. 6ut history can be a treacherous guide when inter- 
preted too narrowly. The history familiar to many of us refers to a past 
^ when the dominance of the United States in world affairs was unassail- 
able, when our domestic lifestyles were different and much less diverse, 
and when^ financial institutions and markets were far more 
. circumscribed by convention and by law. These times are gone, perhaps 
^ never to return. 

Dr. Wojnilower concluded, among other things, that (1) much of the rise 
in long-term interest rates is likely to be quite permanent in character, 
(2) the dismal inflation outlook for the long run means higher bond 
yields. Treasury bond yields in excess of 10 percent is the rock-bottom 
forecast, and <3) it is not apt to be long "before the storm arrives." The 
signal for the next cyclical crest in interest rates. Dr. Wojnilower 
observed, is likely to come from abroad and not from Washington; 
foreign exchange markets and foreign economic competitors will block * 
efforts to move to lower interest rates. Only when the major industrial 
powers have cooled off their inflation can the U.S. "expect a breather 
from rising interest rates."-'* 

Still another divergent view, by commentator Henry Brandon: 

In November most people thought (following the Volcker new mone-L 
tary policy of the Fed) that the dollar had bottomed, that gold had been 
knocked in tjje head by the huge rise in interest rates, and that the major 
recession about to start would complete the process of disinflation. It 
was an illusion. Credit is becoming easier, interest rates are receding, 
and the dollar, instead of recovering, hit a new low. ' 

Mr. Brandon concluded that the battle against inflation has been smo- 
thered by the new priorities: Iran and Afghanistan. The implication: 
inflation will continue; people will seek to live with it rather than bring it 
under control, unless financial collapse intervenes.-^ A related, unspoken 
implication of the Brandon analysis is that relatively easy credit at interest 
rates that are nominally high but still too low to restrain inflation may be 
, one of the easy ways of living with the inflation system. 

One of the aspects of the interest rate structure that directly affects great 
numbers of people as home buyers and home sellers is the mprtgage rate. 
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Experts in' the field are reported to expect mortgage rates to fall during 
1980, possibly to between 10.5 and 10.75 percent (versus current rates in 
the 1 1.5- to 12-percent range, with incipient movement toward 14 percent 
and up). But they also expect these ''benefits" to be shortlived. Increased 
demand from the late 1940's "baby boom" is expected soon to be "explo- 
sive," forcing departures from the conventional 30-year mortgage at fixld 
rates. 
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DRl, on the other hand, predicts that the effective conventiona^ort^age 
rate for new single-family homes will peak in excess of 12 percent by early 
1980 and "remain sticky at 1 1.5 to 12 percent over the remainder of the 



year. 
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Mortgage lending by the savings institutions lives under the specter of 
disintermediation— a process dreaded by thrift institutions by which 
savers withdraw funds from financial "intermediaries" and lend them 
more directly to various borrowers at higher interest returns than offered 
by the intermediaries to depositors. DRI analysts believe that the higher 
interest rates paid to depositors will compel persistently high mortgage 
hates. Limited declines may begin late in 1 980 with expected recession and 
more accommodating monetary policy. Risks contemplated by DRI 
analysts relate to "deep recession'' and "boom-bust"scenarios(40 percent 
combined probability) with double-digit inflation and possible severe 
disintermediation. 2« 
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of disinter- 
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Other questions and uncertainties, related in part to the interest rate 
structure and its responses to the Iran-Afghanistan crisis, involve— 

• The extent to which government borrowing will pressure mortgage 
and other long-term markets 

• Whether governmental decision making is prepared to make a 
substantial exception from general monetary restraint for the hous- 
ing industry and the home buyer 

• How that exception, if made, would be implemented 

• How the impact of sharply higher interest rates on the value of 
mortgages and securities acquired under lower interest rates (and its 
repercussions on net worth, capital ratios, and technical solvency of 
financial institutions) can be^iiandled 

• The extent of enhancement of the advantages of tax-exempt financ- 
ing by state and local governments under higher interest rates due to 
the fact that the inflation premium component of tax-exempt inter- 
est is not run through the income tax mill. 
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G . Housing 



The 

housing 
outlook: 
weak or 
bleak/ 



An outstanding feature of eCtrntTmic projections for 1980 is a continuing 
decline in new housing starts, caused by the sharply higher mortgage 
interest rates and scarcity of mortgage funds. If questions remain, they 
seem to be how deep the ultimate falloff will be and-how the decline in this 
important segment of the economy, furnishing employment and serving a 
basic need of millions of Americans, may be ameliorated. Measures to 
ameliorate may include adjustments to stem the outflow of deposit funds 
and to protect the reservoir of mortgage money. 

New housing star^? inJ978 totalled about 2 million. The seasonally 
adjusted annual rate ranged between 1.4 and 1.9 million in various 
months of 1979, running at around 1.5 million toward the end of the 
year.-"^ 

The DRI control forecast of January 1980 predicted that housing starts 
would fall to 1.3 million by mid-1980, with-recovery beginning slowly in 
late 1980 as financial markets stage a predicted recovery. The forecast 
envisaged a rise to 1.8 million units in 1981 and 2 million (the 1978 rate) in 
1982. The detailed forecast discussion disclosed "bleak prospects" for the 
single-family housing market and financial data signaling further prob- 
lems ahead. These signals included a tight and shrinking mortgage money 
market and losses of savings and earnings by the thrift institutions. DRI's 
evaluation recognized some hope in recent policy changes to strengthen 
the flow of funds from savers to the housing buyers, such as federal and 
state actions for relief from restrictions of state usury laws, new variable- 
rate money market certificates, and proposals by the Federal Home Loan 
Bank (FHLB) Board for variable-rate mortgages. 

The DRI analysis points to continued strength in multifamily housing 
construction aided by government support and' the compulsion of "unaf- 
fordable" single-family home prices and financing requiremertte. 

The overall outlook in the DRI analysis is for we^k housing ac^l^ity, with 
considerable downside risks in the forecast due 16 even tight^ financial 
conditions. 30 



The Heller-Perry outlook letter of January 21, 1980:.was also pessimistic 
about residential construction in 198^. It predicted a:fall in housing starts 
to 1.3 million in 1980, 25 percent below the 1979 level of about 1.75 
million. This would represent a 1 5-percent drop in terms of GNP for "real 
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residential construction activity'' for 1980. Heller and Perry recognize the 
underlying strength of the housing sector: little evidence of gluts or 
overbuilding, strong rates of family formation, and low vacancy rates. 
Recovery only requires more favorable interest rates and mortgage 
money, but Heller and Perry feel that this condition will be delayed by the 
underlying economic buoyancy and political tensions abroad possibly 
until 1981. . 



The Citibank's -^co/iom/c Week of January 28, 1960, is somewhat more 
optimistic in the near term than either DRI or rteller-Pei-ry on the housing 
outlook, forecasting 1.5 million units in 1980 versus their 1.3 million 
range. For 1981, it sees recovery to about 1.75 million starts, slightly 
below the 1979 level. Its analysis focuses on the regional differences in 
prospective housing trends in recession and recovery, due to relative 
growth patterns and other regional differentials. Population growth pat- 
terns favor the maintenance of high levels of both demand and housing 
construction in the West and the South and a growing share of the 
nation's total housing activity. However, housing stock dearths and 
vacancy rates, especially in the Northeast but to a lesser extent in the 
North Central states, suggest faster recovery in those areas in 1981, the 
North Central area nearly matching the Northeast due to its anticipated 
earlier recovery of purchasing power.3' 

Overall,the outlook for housing in 1980-81 seems to be one of strong 
underlying demand based on population growth and need. The uncertain- 
ties relate primarily to the operation of the financial structure, govern- 
ment credit policies overall and with respect to housing, and possible 
political events abroad that could perforce depress or halt normal housing 
growth. 

A Few further perspectives on housing uncertainties are in order. Housing 
construction expenditure's were ranging around the $100-billion level 
(seasonally adjusted annual rate) in December 1979. Of this total, roughly 
79 percent represents new housing units; and 21 percent, nonhousekeep- 
ing residential construction and additions and alterations. Important as it 
is, housing construction accounts for only about 42 percent ^of total 
construction in dollar terms as of December 1979. In the event housing 
receded as forecast for 1980, other construction — for federal, state, and 
local governments; for commercial, industrial, and other uses, including 
construction related to growing defense requirements — could absorb part 
or all of the "release" of construction GNP by housing declines so as to 
cushion the overall effect on the national economy. ^2 
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Other uncertainties in the 1980 situation: 

• How, will inflation expectations affect the inflation-corrected net 
real mortgage rate that home buyers perceive? 

• Will the anticipated falloff in auto demaijd serve to irrigate the 
housing market? 

• If the refinancing of existing homes, some of which is drained into 
other uses by the sellers of homes, was reduced by horn^price 
conditions and credit policies, what support would this lendio new 

^housing? , 

• • Will new, eve^^^^^^^ favorable, savings certificate provisions and 
" similar fina'nGial vehicles maintain a surprising flow of money to 
supp9rt hbusing?^ .. 



H. Autos ' ■■ • ;. ■■' \ - 

Like housing, automobile production and sales are one of the indicators 
that help give economic forecasters considerable assurance in predicting 
an economic decline in 1980. The auto industry and its suppliers consti- 
tute a major element in the U.S. industrial structure. In normal times a 
major falloff in domestic auto production and sales would almost cer- 
tainly portend recession. 

Experts differ in their degree of pessimism about the economic outlook 
for the automobile sector, although much of the difference may consist of 
interpretive semantics rather than the actual statistical magnitude 
involved. Some, like Heller-Perry, seem to soft-pedal the auto industry 
component of the economy, as though with higher values in mind they did 
not care to attach blamis to a shrinkage of autos in a general decline or give 
credit to a strong auto sector for possible strength in the economy of 1980. 

First, a brief background on recent production levels for motor vehicles 
and parts. As of December 1 979, the productionMndex for motor vehicles 
and parts was 134.8 versus 182.1 a year earlier (26-percent reduction) and 
169.9 for 1978 as a whole (21 -percent reduction). 33 Imports of small 
foreign motor cars were making inroads into U.S. markets; and American 
auto manufacturers were apparently incapable— because of the long lead 
time in producQon planning and previous lack of foresight or limited 
responsiveness on the part of all concerned to imminent conservation 
requirements— of fully mefeting the new market demands for more fuel- 
efficient vehicles. This is the setting for the projected further declines in 
automobile production; 
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On the pessimistic side, Lawrence Chimerdine of Chase Econometrics is 
reported to forecast total car sales in 1980 of 9.1 million units, down 13.3 
percent from the 1979 estimate of 10.5 million and 19.5 percent from the 
1978 level of 11.3 million units, the latter the highest level since 1973. 
Chimerdine predicts that foreign imports (equal to 22 percent of sales in 
1979) will be down to 20 percent in 1980, leaving 7.3 million domestic 
units sold. American production of small cars is said to account for the 
2-percentage-point drop but is characterized as still nowhere near enough 
to be bf much help to domestic automakers. The auto sales downturn is 
expected to run into summer 1980 as the anticipated recession intensifies, 
''i^dvance'' buying in late 1979 is said to have borrowed from the future 
market. People are said to be keeping their cars longer, waiting until the 
installment debt is fully paid off before "trading in," discouraged by the 
slump in used-car valuations from trades, and driving less.^^ 

Somewhat' but qualifiedly, riiore optimistic, David L. Babson*& Co., 
investment advisers, are reported to predict a.tWo-y€tafdro||( 1980-81) of 
l!^.5;percent from the 1978 level of auto sales. They predict that the 
/1979-80 slowdown will turn out to be milder than in 1973-75.^^ Babson 
indicates auto recovery may come by 1981 but there is^longrow to hoe." 
Design and manufacture to meet pollution, mileage, and safety standards 
will require multibillion-dollar investments. Foreign competition will 
increase. Babson indicates that even a Chrysler failure would not make 
much difference to the rest of the industry; Chrysler plants would con- 
tinue to produce. • 
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Financial press reports of mid-February 1980 indicate a^22-percent 
decline in par sales' in January, with erratic pressures and-diffecentials iri 
the impact on different auto manufacturers. 



In the face of this pessimism. General Motors Chairman Thomas A. 
Murphy was reported somewhat earlier to see vitality in the auto industry ^ 
and to predict that auto sales will soon climb. In his view, only the gasoline 
shortage kept 1979 from beinganother record auto year, although (?3cpeVts 
belying his prediction point out that gasoline shortages will continue to be 
a fact. ' : / . / 

Certain points seem to have been left out of this analysis: (1) At $_Qme 
point in the gasoline price scale, the pressure to switch from Olcf ^s- 
guzzlers to new, more fuel-efficient models will oveftome any trade-in 
loss, stimulating new buying. (2) Prospects for a heightened defense 
effort would presumably involve a substantial automotiye component;/ 
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and a wide range of military-type vehicles and equipment is made by the 
auto mdqstry, thus helping take up slack caused by a slump in civilian 
demand. • 



■• 'J 



Pessimistic ■ 
views on 
auto y 
industry 
sales 



Another set of auto forecast figures by DRI reflects its vie,w that the 
automobile industry continues to be weak and will experience a further 
decline in sales. 37 The outlook for the industry is characterized as *'bleak." 
In brief, its control forecast indicates that total car sales will fall from their 
10.8-million-unit rate in 1979: III to an average 9.4-millLn-unit rate over 
the next four quarters. DRI forecasts that domestic sales will fall to a 
7.1-million-miit annual rate by mid- 1980 as fuel-efficient imports "con- 
tmue to b^opular." This forecast seems closely comparable to the 
Chimerdine, Chase Econometric estimate of 7.3 million domestic unit 
sales for 1980 as a whole. 



:The factors cited by DRI analysts as contributing to^this "dismal sales 
picture" include (1) /a substantial, but not entirely catastrophic, rise in 
gasoline prices averaging 21.2 percent over the forecast interval of four 
quarters, (2) a 1.3-percent drop-off in real disposable income of consu- 
mers in the next four quarters, (3) a further weakening of consumer 
sentiment, (4) limited room for further inflation-anticipatory spending, 
on account of real income erosion, tight credit, and the overextended 
position of consumers as a whole, and (5) unemployment. 

Numerous downside risks in this foregast are cited. The most serious is 
said to be continued near-term strength in the economy, leading to a 
deeper and more severe readjustment in late 1980. Any sustained consu- 
mer buying as an inflation hedge or strength in the business sector is 
envisaged as triggering further monetary-credit tightening by the Federal 
Reserve. Sharply higher oil prices represent a contingency that would klso 
fur.thef curb auto sales/^s ' / 

Trucks are not included in the figures shown for the above forecasts, 
which are limited to passenger cars. However, the truck figures (in the 3.21 
to 3.29 million range in 1980)39 follow a generally similar pattern and do 
not substantially alter the auto forecast picture. 

Citibank's Economic Week takes a pessimistic tone in examining auto 
sales, but the EW prediction t^at it is unlikely that auto sales will average 
more than 10 million units in 1980 seems to be actually higher than the 
DRI, Chimerdine, and Babson figures cited. The explanation for this 
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difference hiay. be. thfe rather special assumption and related analysis on 
which the EW^predict^ seems to rest. This assumption is that the 
Federal Reserve "will shift toward a moi^^esstimtrlative posture by niid- 
year, bringing about a sharp rise in real income, a speed-upin permanent 
income and, as a result^ a recovery in auto s^es. ''^o EW predMs the 
;fecovery win continue, briii^jng auto sales to lO.S^millipn units in 1981':ff 



1. The govemment sectors > ^ ; 

The government sectors of the eci^nomy are reflected in two major groups 
of economic data. One relates to government purclms^ goods iand 
services, a GNI^ componeiiit comprising roughly 20 perceni of the total 
GNP at 1979: I V levels. These figure's' represent the size of government, its 
contribution to the GNP aggregate, and b^ the same token its utilization 
and employment of the available econQmic resources of the nation iri' 
providing government services. High or growing levels of this component, 
for example, may reflect greater pressure on the economy. Changes in the 
level also reflect, for example, changes in jobs and other, government- 
related business activity. The other data source is the financial budget 
.statistics for the level and balance of revenue and expenditures for the 
Various levels of government. Budgetary surpluses tend to reflect a 
restraining^ anti-inflationary, or even recessionary influence. Deficits, 
particularly for tl^e federal government, tend to represent a new source of 
purchasing power that may serve to stimulate, or even cause inflationary 
pressure on, the economy. 

Illustrative government GNP or purchases data as of 1 979:1 V are shWn 
below: 



Amount Percent of GNP 

Sbillions, annual rate ($2455.8) 



Federal 

Defense $114.6 4.67% 

.Non-d-efense ^ ■ 62.4 2.54\ 

Total, federal $177.0 7^21 V 

State and local 322:8/ ' 13.14 

Total, all governments 499:8 20.35 



fi^ SOURCE: Compiled and computed from data appearing in Economic Indicators. Pre* 

pared for the Joint Economic Committee by the Council of Economic Advisers. 
Washington, D,C,: Government Printing Office, January 1980. p. 1. 
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' Federal purchases are smaller than state and local relative to correspond- 
ing budget data since a large part of the federal budget represents transfer 

"Hems involving payments to citizens and other government levels that are 
not direct purchases of goods and services. 

-1. State and local governments 

The DRI forecast of January 1980 predicted that there will be little or no 
real growth in total purchases by state and loc^l governments over the 
next year. In the view of its analysts, the recent ^rge of construction 
. .activity purchases by these governments in late 197^is rtow over. Thus, its' 
forecast reflecting level purchases in 1980 involves shkrpi deceleration of 
state and local purchases -from the late 1979 levels. The projected eco- 
nomic recovery of 198 j is expected to bring slow and gradual real gains in 
purchases as state and local budget positions improve from the projected 
1980 recession-related setback. 



State and 
local 
opera fing 
deficits 



In budgetary terms, the DRI forecast predicts— consistently" with its 
overall recession forecast— that in spite of flowing expenditure growth, 
the revenue losses to state and localities will result in operating budget' 
deficits (excluding social insurance accounts) at about a $14-billion . 
annual rate level by late 1980 ($12.2 billion for 1980 as a whole). Public 
assistance rolls are also projected to swell with recession, increasing state 
and local transfer payments by 1 1.3 percent in 1980 versus 7.8 percent in 
1979. ^ 



Factors in this budgetary outlook include'*2 (1) expected evaporation of 
the 1977-78 surpluses in key states (which held most of the surpluses) 
where tax limitation and roll-back initiatives played major roles, (2) con- 
tinued decline in federal aid, and (3) some lag in expenditure declines 
behind revenue decreases due to some tenacity in holding on to payrolls. 

DRI analysts recognize considerable risks in this forecast. The chief one 
seems to be that since the projected operating deficits are stretched to their 
political and e^conomic limits, any worsening of total receipts would 
compel offsetting reductions in expenditures.'*^ DRI's risk analysis seems 
to^iN^little or no heed to the possibility that there may be no recession 
(antl its related impact on state-local budgets) and that the Continuing 
defense outlay increases that may prevent it will also prevent the subse- 
quent "bysi^' th^t DRI tends to include in its 25-percent prcTbability, 
delayed-recession scenario. 
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The Heller-Perry outlook letter of January 21, 1,980, liniits itM|^pecific 
analysis of state and local operations to the purchases aspect. It^^i is 
that state and local purchases "are being held in check by ta\ e^ 
spending limits, and a clamp-down on increases in federa^ granj^s^^iFo^^ 
1980 as a whole the prediction is that current dollar spending will irica^^ 
by about 9 percent, roughly the same as the r979 advance.^^ Thjsleems - 
roughly consistent with the control forecast by DRI, which shows cui'rent 
dollar purchases rising from $323.0.billion in 1,979:IV to $354.4 billion in^ . 
1980:1 V, subject to an inflation correction factor in the 9.5 percent range./ 

2. Federal government V 

The DRI control forecast of January 1980 for the fiscal year 1981 federal 
budget assumed tax cuts worth $25;billion effective in calendar 1981 but^ 
not in 1980. This forecast assumption is compared with the AdministraT 
tion's budgel for fisca^ year 198 1 in the text table below. The Aciministra- 
tion budget* assumes no lax cuts. Both DRI and the Administration 
budget assume some revenues from the windfall tax on oil based on a 
House-Senate compromise. 



v 

Receipts 
Outlays 
Deficit (-) 



DRI forecast 


Administration 


Calendar year 


\ Fiscal year 1981 


. budget, 


1980 1981 ' 


approximation* 


fiscal year 1981 


540.5 604.0 


588.0' 


600.0 


573.6 640.7 


624.0 


615.8 ' 


-33.1 -36.7 


-36.0 


-15-8 



♦Derived by author. ' 



Allowing for the $25 billion annual tax cuts in the DRI forecast assump- 
tion effective in calendar year 1981 (and 9 months of fiscal year 1981), the 
two estimates are closely similar. Both are based upon similar projections 
of a mild recession in 1980 followed by tecovery into 1981. The DRI 
control and Administration budget projections of GNPare compared as 
follows: 



Calendar years 
^ - (Sbillions) 

0^80 ^ 1981 



DRI S2,559 ^ $2,869 

Administration budget 2,567 • 2,842 



The DRI control forecast forGNP is $8 billion below the Administration 
budget figure for 1980. It is $27 billion higher than the Administration 
• budget projection for GNP for 1981, presumably reflecting, at least in 
part, the stimulative effect of the $25-billion tax cut included in the DRI 
assumptions for 1981 but not included in the Administration budget 
calculations. ' . ^ 

The Heller-Perry outlook letter of January 2l, 1980, foresees the federal 
budget position as continuing to swing sharply toward restraint in 1980- 
81. It sees income tax liabilities rising at a rate of $12 billion a year and 
Social Security payroll tax increases of 1$3I billion going into effect in the 
1979-81 period: It indicates concern that this revenue-side strengthening 
of the fiscal position, barring more spending, will cause the federal high 
employment surplus to-rise over $20 billion a year. This fiscal drag 
element would continue under the Administration budget for fiscal year 
1981 whicht as Heller-Perry closely forecast, estimates spending ar^6\6 
billion and revenue, without tax cuts, of some $600 billion. 

The concern of the Heller-Perry analysis^over the projected fiscal stance, 
which they characterize as "tighter and tougher than in most election 
years" is qualified by their view that the rise in defense spending, election- 
year slippage, plus the recessionary decline in GNP will increase total 
federal spending in 1980-81 as a percentage of GNP. They observe that a 
possible major military speed-up would bolster the economy not only via 
the fiscal 1981 budget but also by its motivating impact on business to 
build plant and equipment for anticipated defense spending in the future. 

The Heller-Perry analysis broadly agrees with the Administration's posi- 
tion that the time has not yet come for tax cuts. Heller-Perry take this 
•position in view of inflation, delay in the actual appearance of the pro- 
jected recession, and defense requirements and anxieties generated by the 
Middle East and Russian "intransigence. "They viewtheir position as one 
of "keeping our powd'er dry" and being "ready to fire tax-cut shots at the 
twin targets, of recession and inflation as soon as the time is ripe." The 
Administration's position, however, supports /tertain tax increases, 
included in the budget estimates, beyond the wi^idfall tax on oil. These 
include administrative procedures for speedier coIteCtion of existing indi- 
vidual and corporate income taxes, increased aviation fuel tax, and other 
items (some proposed in the past or under legislative consideration), 
which observers do not rate likely to go into effect. These items^apparently 
total some $7 billion in fiscal 1981 and the projected revenues of $600 



billion would be $593 billion and the deficit of $15 billion would be $22 
billion, in their absence. 



The Administration's refusal to propose tax cuts in the 1981 budget is 
more positive than the Heller-Perry "keeping powder-dry" approach and 
is apparently based on the grim picture of the economy presented in the 
President's Economic Report and Jthe /^nnual Report of the Council of 
Economic Advisers. This shows an economy headed for recession with 
dangers of worsening inflation. ThePresident^specifically regarded a tax 
'cut irresponsible under these conditions. In his words: "To have recom- 
mended a tax reduction and a much larger budget deficit would have, been 
a signal that we Weren't serious in our fight against inflation . ... It 
would jhave increase^ inflationary expectations, weakened the value of 
the dollar in exchange markets, and risked the translation of last year's 
oil-led inflation into a new and higher wage-price spiral in 1980." 

The Economic Report analysis seems to take the newer view of the 
inflation problem, which sees ^n "underlying" inflation rate component of 
some 8 ta9 percent (higher by 2 to 3 percentage points than in 1976). This 
underlying inflation rate reflects the inflationary bias in the economy, 
including the inertial momentum of the wage-price spiral. Other compo- 
nents include the demand, shock effect, and cost-push elements in more 
volatile sectors, such as' energy, housing, and food. The new view of 
inflation ^nd its components, which has numerous variants, see inflation 
as a deeply embedded and still somewhat oiysterious feature of the free 
enterprise economy to be eradicated only with yeairs of effort on a variety 
of policy fronts. ' > 

The discussion in the Economic Report and Aniiual RiepokitH^f the Coun- 
cil of Economic Advisers, which helps support'^he no-tax-cut position, 
refers throughout to the difficulties of economic forecasting in the present 
situation. As Council Chairman Schultze is reported as saying: "The 
performance of the economy has made the economic Outlook for 1980 and 
1981 particularly difficult to fathom."^^ . - 

The uncertainties and ambiguities inherent in the tax policy decisionyfor 
1 980-8 1 include the growing doubts whether recessions (or austere budge- 
tary policy to create slack in the economy) now really help^tb cure 
inflation. If the major component is a resistant underlying rate of 7, jS* or 
even 9 percent, and much of the remainder is shock op cost-push inflation 
due to energy prices, little demand or business cycle inflation is left to 
manage readily by fiscal progranTts."*^ - . 

^7 



3: Outloofc for education programs 
a. General observations 



Budgets foivthfiiariy I980V will be increasingly secu%^uided; Incite 
ot determined initiatives in education and youth ti^ihing, the budgetary 
growth emphasis will be elsewhere; With a clearly expanding defense 
etlort, possibly^ncluding national registratiog, or the draft, grants-in-aid 
programs for social purposes, including education, will not shrink much. 

in real terms but will level off. The I4-toI5-percentaverage:annual rate of 
. growth of recent years will not j^optinue. Finanpial funding for important ' 
. social purposes will inevitably be slimmer as the period of expansiotiends 
- u . "^^^^^^ to be keen competition among social programs for 

health, e^udtion, environmental protection, and other areas. - ; 

, ; »i ^ » ^ ,> ^ . ' 

Nor is defense tlie sole s^ur^ie of pressure-on education and other social 
programs. The financing of Social Security will come up f6r review aod 
possib y repeated reviews in the early 1980's. With rollbacks of existing 
payrcni tVes already under consideration and searches under Way for 
stopgap measures, such as interfund transfers, and ways to curtail benefits 
=m some areas, financial pressure may compel consideration of financing 
?ocial Security out of genesal revenues. Upder these circumstahces, there 
>would be keener competitibn and.pressures for displacement in the ien- 
eralo budgetary arena. ' ' 

The federal government is under fiscal pressure, if not in fiscal-trouble- 
md Its modfe' of coping with the task of allocating Hmited means among 
■ competing needs and goals is compiicated.by the paradox of stagflation, a^ 
persisting but uneven margin of unemployment or underemployment of 
various kinds of human and other resources combined \^th a partially 
mysterious and virulent inflation, peVsisting at underlying'rates tjiat were 
considered a. grave sign of.instability by the standards of a decade or two. 
ago. . ^ - • 

While the federal gpyernment is^ engaged in this laocoon struggle, tfie 
states will be subject tp fiscal stringencies— tax limits as well as spending 
hmitatmns-^that make the tapering down of federal aid a negative factor 
of greater significance. Inflationary ri^os in costs for fuel, transportation, 
and other operating necessities will continue to hamper efforts to atljust 
salaries in line with increases in the cost of living. SQmeestimatesindicate 
that cost-of-living adjustments (CQLA)^^o money compensation for state 
, and local employees generally have falleli 12 to 15 percent behind the^cost 
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of living over the past decade or so, with corresponding downward 
adjustments in real wages. This trend will probably continue well into the 
. 1980's. There is reason to suspect that the public expects these reductions. 
While it is not possible to reduce teaching staffs beyond a certairi^point 
without causing unacceptable teacher-pupil ratios, pay may be lowered by 
inflation; without commensurate inflation correction, t 



Increasing emphasis in judicial decisions and policy commitments on 
more provisicMi for education for the disadvantaged or handicapped child 
may be very expensive, adding to financial proisures already inherent in 
^he situation. Whatever relief may develop from demographic'trends 
lowering the school population, at least in slow-growing or static popula- 
tion areas, is not readily measurable. Indeed, demographic trends may 
serve to justify or support an increasingly tight-fisted budgetary attitude 
toward education at the state-local level. 



Special 

education 

costs 



b. Federal budget specifics 

All federal grant-in-aid outlays to state and local governments are esti- 
mated at $96.3 billion for 19^1, $7.4 billion above the estimated 1980 total 
of $88.9 billion, and $13.5 billion higher than the 1979 level of $82.9 
billion. In the two decades from 1958 to 1978, grants grew at an average 
annual rate of 14.6 percent. The slower growth in, grants-in-aid planned 
4rtjAi 1978 to 1981 of 7.3 percent annually is the result of two factors, as 
outlined in the pertinent special analysis section of the 1981 budget 
documentation: • 

,1. A phasedown of outlays associated with economic stimulus grants 
enacted in response to the last recession 

2. The need for overall budgetary restraint as part of a major effort to 
hold down inflation. 

This statement in the face of projected recession in 1980, virtually the first 
ever forecast by a President for hi* term of office, let alone in an election 
year, ejnphasizes the strange conflict of objectives that undermines the 
clear logic of public policy un(^r stagflation. 

Legislation creating the new Department of Education was proposed by 
the Administration in recognition of the gtovv'ing size and complexity of 
federal support for education. The 1981 budget shows increases in 
requested budget authority for education from $15.3 billion in 1980 to 
$16.5 billion iif 1981— approxinlately a 7.8-percent rise. In terms of actual 
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outlays thp^stimated increase is from $14.2 billion in 1980 to $14.4 billion 
in 1981, or about 1.25 percent during a period in which the annual 
inflation rate is expected to be some 10 to 11 percent or higher. 

\ 

Mm 

The projected ecjucation outlays include what is characterized as a major 
youth*eaucatiori and training.initiative. The education component of this 
initiative in 1981 would involve $900 million in grants for supplementary 
cducatioft in basic academic' and employment skills for school districts 
with a high concentration of disadvantagd junior and senior high school 
students. Local schools are expected to cooperate closely with private 
industry and local agencies that are administering the complementary 
training and employment program to help students acquire the "basic 
skills and woi'k experience needed for full participation in the work 
force. "-^"^ ■ 
« 

Some $7.8 billion of estimated outlays in 1981 are ior elementary, secon- 
dary, and vocational education. Mo^t of this total is to provide formula 
and disaretionary grants to assist state and^ local education agencies. 
Budget authority in the aprount of $4. 1 billion is requested for supplemen- 
tary education services for low-income and low-achieving students in 
I98J. ^ 

Budget authority increases are proposed in'the 1981 budget for Indian 
cducirtion, ediKation of the handicapped, bilinguaj^and adult education, 
and Head Start prograi«is. Funding for occupational and vocational 
educatioh progranns is requested to be continued at 1980 levels. There is to 
be a $286-millKyi reduction in the impact aid program, but the Adminis- 
tration is to direct the program to those school districts most adversely 
affected by federal activities. ^ , 

The budget requ^ for higher education in 1981 includes jl5. 6 billion in 
budgqj authority and $5.2 billion in planned outlays for student assistance 
andcontinuing education programs. The higher education total embraces 
sorne $2.4 billion in 1981 for the basic educational opportunity grant 
program to provide students with ^ants of up t(^$l,9(jU0. Ajjgbup of other 
programs, comprising supplemental educational ppportunity* grants, 
state student incentive grants, and college work-study p«)grams, would 
be funded at the same level as in 1980. • . ^ 

Other features of the 1981 budget proposals*in tl^ educational field 
include the following: ^ ^ 



A reauthorization proposal to restructure the federal student assist- 
ance loan program, which would replace the present direct and 
guaranteed student loan programs with a new program designed to 
''target federal assistance more directly to students most in need/' 
an item involving $1.6 billion for loan aid to 2.6 million students 

Assistance to higher education institutions to help disadvantaged 
students in their postsecondary education, an item involving $430 
million for about 850 additional fellowships for graduate profes- 
sional studies and increased funding for placement, counseling, and 
other services for disadvantaged college students 

An increase m assistance to "developing'' institutions (as part of the 
higher education program) in the amount of $30 million 

Some $1.4 pillion in estimated 1981 outlays for the support of 
education research and development, as well as training, cultural 
activities, and other general education aids. 



The budget analysis also points out that in addition to the funding or 
expenditure side of the budget summarized above, there is a "tax expendi- 
ture'' item for the education function, for such tax benefits as the deducti- 
bility of many educational expenses and the exclusioj^from taxable 
income of scholarship and fellowship stipends. The tax ^penditure fig- 
ure, representing money awarded via tax savings for education — 
sometimes termed the "back door" spending route to the budget — is 
estimated at $2,7 billion in I98L 



Longer-range projectipns of total budgetary authority and outlays for 
education over the period through fiscal year 1983 are summarized as 
follo^vs: 

Fiscal years - Sbillions 



1979 1980 1981 1982 1983 
actual estimate estimate estimate estimate 



Budget authori.ty . S14.3 $15.3 $16.5 $17.6 $19.0 

Outlays - , 12.4 14.2 14.4 16.3 17.7 , 

5ource: Compiled from data appearing in 77?^ Budget of the United States Government* Fiscal Year 
1981. pp. 220-22. 

Note: These data do not include a number of federal programs that arc related to education, although 
their primary purpose is to meet other national needs and to serve other-major missions, such as 
veterans' education, biomedical education, the Comprehensive Employment and Training Act (CETA) 
training activities, and others. For full detail, see the table on 'Tcderal Outlays for Education and 
Related Purposes" at page 230 of the Budget document source cited above and related discussion of 
ti^aini^ng/cmployrTlcnt, and other labor services at pp. 229-38. 
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J. Employment, unemployment, and productivity 

Seasonally adjusted employment fell by 108,000 in January 1980,' while 
unemployment rose by 338,000. As of January 1980 the total civilian 
labor force was about 104,229,000 persons, of whom 97,804,000 or 93.8 
percent were employed. This leaves an unemployment rate of about 6.2 
percent, representing an increase of 0.4 percentage point' from the 5.8- 
percent rate prevailing in November 1979 arfd an increase of 0.3 percen- 
tage point ov%the December 1 979 level of 5.9 percent. The January 1 980 
increase reflects layoffs in the auto industry. The labor participation rate 
(total labor force as a percent of the noninstitutional population 16 years 
of age and over) was about 64.4 percent in January 1 980, the result of a • 
gradual updrift in this figure from 61.8 percent in 1974. 

With only a slightly increasing (essentially stable) unemployment rate 
persisting right into what most observers have contended are the foothills 
of recession, what are the other^ill omens, if any, in the vital area of 
employment— which, after all, is a major goal of a healthy economy? 

Citibank's Economic Week of December 17, 1979, sees portents in the 
Stubborn labor market and its recent trends that indicate that the tenaciously low 
of low unemployment rate may be misleadmg.so h contends that the relatively 

unemployment unemployment rate merely reflects a change in the balance between 
rate may not the labor force and employment due to basic economic demographic 
continue trends, reversing a previous 4-year period in which there was a record 
increase in total employment but only a moderate and gradual reduction 
m the unemployment'ratefora labor force undergoingan unusually rapid 
rate of growth. Economic Week analysts believe that'the stability of the 
unemployment rate will not continue into 1980. They find^signs of 
weakness in recent declines in the average workweek in- manufacturing, 
increases in the layoff rate, decreases in the hiring l&tl,.and increases in 
mitial unemployment insurance claims. Their cohcl^sifin is tha^ employ- 
ment and unemployment will foJlow|,the projected recessionary trend in 
production. Their specific forecast: ^unemployment rateof 8 percent or 
higher by summer 1980. ; , 

The DRI forecast of January 1980 re'^gnized the "stubbornstrength that 
has characterized labor markets all year." Nevertheless, DRI analysts 
indicated some "employment correction" can be expected as the recession 
deepens. Their specific forecast: an unemployment rate peaking at 7.9 
percent in 1981:11. They observed; -however, that there would* be a 
cushioning effect on the impact of recession due to support of the labor 
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market by the "strong service sector, and energy-induced adjustments to 
the capital labor mix/' The DRI analysis included the possibility that 
business has been simply postponing layoffs until the recession evidence is 
clear, a factor that would be reversed as the expected recession deepens. 5> 

The Heller-Perry outlook letter of Jan^iary 21, 1980, made no specific 
quantitative forecast on the expected level of unemployment but expected 
that gains in employment vyill end as unemployment rises throughout 
^ 1980." This forecast tended to be sustained by the January 1980 figures. 

^ Most commentators note the somewhat puzzling decline in labor produc- 
tivity. Some of it is attributed to labor compositional changes; some, to 
the recognized phenomenon of cyclical weakness pf productivity in peri- 
ods of recession and weak growth. The current situation is sometimes 
described as including a ''dismal unit-labor-cost trend," which will con- 
tribute to inflation in the double-digit range well into 1980.^3 Reports as 
recent as January 29, 1980, show that productivity in private business fell 
at a 1 .6-percent annual rate in the final quarter of 1 979 (the fourth quarter 
in a row that showed a decline). ^4 

The employment and unemployment picture seems less bleak than the 
productivity performance and trend. Both aspects contain little under- 
stood forces fhat justify the adjective "puzzling/' The recession assump- 
tion underlying the employment and productivity forecasts of mid- or 
late-January became increasingly uncertain as the economic scenario 
unfolded, particularly iij the light of the hard-to-estimate rise in defense 
spending. 
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K. Industrial production and capacity utilization ■ 

Industrial production and capacity utilization data are more specialized 
than GNP figures and are especially si^ificant for those who wish to 
observe the tangible output of the economy in its basic physical produc- 
tion sectors. Industrial production is measur^ed in physical terms (tons of 
coal, numbers of automobiles and trucks, kilowatts of electricity, etc.) so 
that changes in the level ordirection and magnitude of change of this 
important set of indicators; represent real figures that, unlike monetary 
data, do not call for the application of deflators or index numbers to 
correct for inflation. Industrial production data are, however, reduced to 
index numbers to permit ^road coverage of areas with different types of 
physical output units. _ . 
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Jhc degree of capacity utilization in. the manufacturing secf^r— difficult 
as it is to, measure— reflects the extent to which production may be 
sagging below normal levels with the usual result of softening of prices due 
to unused supply or the-extent to which output is pressing above maxi- 
mum efficiency levels, or toward the virtuaLlimits of physical capacity, 
with the usual result of upward pressure on prices due'to rising costs and 
rigorous constraints on supply. ■> * • 

Industrial production rose by 0.3 percent in December \979 following a^ 
decline of 0.3 percent in November. This level of performance was main-/ 
tained in spite of cutbacks in autos, trucks, and related products. 55 • 

The overall total industrial production index ( 1967= 100) stood'at 1 52.2 in 
December 1979 (prelim) as against 151 .8 a year before ancj, 146. 1 for the 
yeai- J 978 as a whole. 

Manufacturing capacity utilization (Federal Reserve Series) was at 84.4 
percent as of December 1979 versus 86.8 percent a year previously and 
84.4 percent for 1978 as a whole. These data r||iSsg4||atrather "neutral" or 
stagnant conditions in t.he manufacturing seffbf-^j^Pliat^ Ibtput levels 
and a slight tendency for the capacity utilizatyion talio to sag. 

The DRl forecast of January 1980 predic'^^th^t i^ustrial production 
would fall at a 4.4 percent annual rate ov^ most jO^l 980 with positive 
growth beginning to appear in 1980:1 V.#he:^r^^ cutbacks were 
forecast in primary metals production, esp^liy#notor vehicles, iron 
and steel„^and furniture and lumber. Prodifaaj^as then predicted tq; 
perk up to.a near 4-percent annual growth raWn 198j and over7 perceni 
in the year thereafter. The DRI detailed analysis indiAted that "signs of 
an impending slowdown are evidenljfn recent d^ta on industrial produc- 
tion capacit^^*itilization, and inventor^ accumulation."56 Th^,expec 
recession conditi^ons would reSuce automobile and metal prodiTctio 
increase' machinery and aircraft output. Tfae risk analysirseinred . 
chiefly concerned with possibilities of deepar recession f't ban the coiv^c. 
forecast. More recent developments indicating a defence buildup mkP 
a^r thisi'-pjcture. 
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L. ^Defense ^pending ♦ 

A'll budget plaijs contain an element of documentary formality-tl^ belies 
thcij-.actuaJ!}y uucertain a-nd contingent nature. They are subject to politi- 
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cal, financial, and economic opposition and flexing. This i3.particularly ; 
true of the defense spending item in the 1981 budget. Asdray?y^, it provides 
defense outlays of $146.2 billion for fiscal year 1981 to mee|(^oncerns over 
Soviet aggression and unrest in the Middle East. This figuref by ^tself 
represents a 12-percent increase in current dollars over the^ftscal year 1980 
total of $130.4 billion, or an estimated .growth of ovet^.^ percent after 
adjustment for inflation. The plan is subject also to a presidential pledge 
that if inflation is higher than expected, the dollar fi^uJfe^ would rise to 
protect the real growth target. The budget also calls for budget authority 
of $161.8 billion for national defense in 1981, representing an increase 6f 
some 5 percent over 1980 in estimated real terms. Fiij;^^r increases are 
scheduled at a L2 to 13 percent annual rate in terms^^&Ljpurrent doll^ for 
1982 and 1983.^^ \ v \ 

it is only realistic to expect that these targets will be gi^uJQwEj^ 
even in 1980, unless some near-miracle of pacification gjM^' detente- 
salvaging occurs. The range of areas of defense spending iny^^Ved— rapid 
deployment, ship program, tanks, missiles, submarines, filter planes, 
and research and development — suggests the possibilities of expansion 
beyond the moderate budget document target. ^JI^^'^W^^^^ ^^q. 
absence of further, more ominous developm^iiii?/;fj> the Middle East, 
Congressional advocates of a still stronger defeose^6sture are reportedly 
pressing for higher levels of defense spending. ^^^^^he implications for the 
previous consensus outlook are quite clear as to direction but impossible 
to quantify. 
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^*^Truck deliveries are forecast at 3.25 million units for 1981:111, versus 3.39 
^ million units in 1979:111. Of the 3.25 million forecast total, 0.34are5Ja^ifiedasheavy 
^ and medium, while 2.91 million are classified as light trucksy^""^"^ 

^^Economics Department. Economic Week, New Yorlc Citibank, January 17, 

1980. - 

^'The EW analysis involves concepts of current income, permanent income, and 
"transitory" income — the difference between current-period and permanent income. 
It is this transitory income that is said to put a cyclical bounce in sales of items like 
autos. . 

^-Local officials are reported to applaud President Carter's proposal to "level 
fund" federal revenue sharing for the next five years. But they point out that double- 
digit inflation is eroding the real benefit of level federal funds without inflation 
correction, thus making local tax increases more likely. 

See Callahan, Patrick J. "Inflation and Revenue Sharing." /Im/zm/ Morning 
Record (Amherst, Mass.), January 30, 1980 

.^^^Discussion derived from Brooks, Stephen. "State and Local Governments." 
The Data Resources Review of the U.S, Economy (Lexington, Mass.), January 1980. 
pp. 1.68-1.71. ' 

^'^Heller, Walter W., and Perry, George L., Op. cit, 

^^Wall Street-Journal, January 29, \9S0. p. 4, ^ 

-^^Schultze, Charles, as quoted in the Wall Street Journal, January 31,1 980. p. 3. 

-^^See "Why Recessions Don't Cure Inflation."DwA2i Review, January 1980. pp. 
5,0-57, 61-62. 

,( ■ 

''"Special Analysis H. "Federal Aid to State and Local Governments. " Speciah 
Analyses, Budget of the United States GovernmenfrFiscal Year 1981. Washington, 
D.C.: Government Printing Office, 1980. p. 239. 

''''Budget Message of the President. "Education." The United States Budget in 
Brief. Fiscal Year 1981. Washington, D.C.: Government Printing Office, January 28, 
1980. p. 43. • v 

50" Why Employment Must Head Down." Economic Week. New York: Citibank, 
December 17,-19-79. - - - 'I.'- ■ 



77 w 



ERIC 



5"Siegel, Robin, "Employment, Unemployment, and Labor Force." The Data 
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5«Levine, Richard , J., and Bacon, Kenneth H. Wall Street Journal, January 29, 
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. Vl. Concluding Comments 

The 1980 economic scene, already beginning to unfold^, presents a severe 
test of both the economic forecasting art and wise policymaking. 

It is easy to criticize and deprecate the macroeconbmic model in the light 
of recent underestimates of inflation and the myst^erious delay of the 1980 
recession: But the continuing quantitative modeling of the economy has 
already demonstrated great capabilities and serves important purposes. It 
is. essential to approach the tasks of economic pplicy with a structured 
data bank and predictive apparatus based on the best behavioral rules and 
interrelationships that theory and experience can provide. It is also proba- 
^bly important to leaven the mechanics with occasionally inspired intuition 
plus common sense. 

On another point, it seems quite premature to. pronounce, as some have 
done, the bankruptcy of Keynesian econometric models on grounds that 
they **cannot deal with current economic ills because they concentate on 
questions of demand," neglecting the supply side and factors stimulating 
productivity.^ The macroeconometric models are adaptable to whatever 
emphasis is appropriate on supply-side variables. The main stumbling 
block for such models is probably not supply-side omissions or even naive 
Keynesian bias per se, but general dependence upon a limited repertoire of 
behavioral rules and upon past statistical relationships and standard 
available statistical magnitud*es in a world of abrupt obsolescence of old 
coefficients and measuremen^i . 

If and when something resem^mg the most-advertised recession in his- 
tory materializes, the recerit viBIk^ that have helpi^d make it 
should be recognized as altermg^^essential character. It will not be the- 
same recession forecasters foresav^^and, in some, cases, announced as 
arriving long before the end of .197^ If it is fair to say "all bets are off 
when external events upset forecast assumptions and glearly frustrate the 
forecast result, it is aliso fair to apply the'same disclaimer to the arrival of 
unanticipated economic distiirbances, ...and dislocations that mimic 
•recession. . 
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The worst uncertainties in the api^ach to 1980 are perhaps not so much 
the forecast, but how to deal witl^p^nd its variant scenarios. If inflation is 
the Number One enemy, can it be Oeasft with by inviting recession, if a large 
inflation component is impervious to conventional restraining strategy? If 
it takes years to^eradicate a deeply embedded inflationary bias, just how 
does economic policy go about this task? Is tlie free enterprise system 
forever constrained: to buy a measure of pricdstability only at the price of 
giving up its ability to marshall all its resources in the great world 
competition with '.the authoritarian bloc? Can an effective social 
consensus be reached on measures to deal with inflation? - 



Original 
theme of 
mixed signals, 
crosscurrents 
confirmed by 
developments 
through late 
February 1980 



I 



-1— 



This paper was initiated in December 1979. Its theme, at that time— the 
unusual uncertainty in the 1980 outlook— had become almost threadbare 
by early February 1980. Gleanings from the press in the first week, of 
February continued to support the original theme of mixed signals, 
crosscurrents, a kaleidoscopic assumption framework, and basic uncer-. 
tainties in an outlook on which there has been token agreement on a 
strangely, hollow. consensus: mild /brief to moderate recession. 

The January 1980 jump in the unemployment rate to 6.0. percent was 
accompanied by authoritative cautions that it .would bg; prem.ature to 
regard it as confirming a major downturaor as reflecting general unem-* 
ployment since auto layoffs jvere a large.factor [n the development. Yet 
General Motors was planning a record multibilHofi-doll^r assembly plant r 
modernization, looking beyond the current aato slufnp.,^Spot^market oil' 
■prices^re reported taking a downturn, suggfesting" the likelihood of a 
slowd^n 'in worldwide price increases. Fed^rat^'R^gerve Chairmtan 
Volcker stated before the Joint Economic Committee that l|^e nation , 
miglit avoid a recession in. 1980 because of Middle East crisi^ devefcip- 
ments. Before the same Committee; Treasury Secretary Mill&r( reflecting- 
on uncertainties in the recent Administration forec^t, testinid that "the 
probabilities are that the (economy) might not be as soTt ascexpected.'^ 
Retail sales were reported to have rebounded, sharply in Jainij^ry I9t0* r 
•defying predictions that they could continue their pace at the expense of* 
savings. 2 But this was qualified by some who cqntended that it, was a 
technical result of applying standard seasonal adjustments to a smaller^ 
than-usual decline of sales due to relatively mild January weath^. Ry 
rnid-February 1980. a number of economists were reports^ to be revisii 
their forecasts, lifting their previously gloomy 1980 predictions. Othc 
clung to a 1980 recession outlook but postponed its onset a quarter or 
iricfeas^d their estimate of the chances of a ho-recession scenario. The" 




temporary strength of the stock market, a dubious, but revered leading 
indicator, raised obvious questions/Was it rejecting the recession thesis? 
Was it governed by the enticements of energy and defense stocks? Was it 
merely being spurred by a new perception of corporate equities as one of 
the few remaining underpriced inflation hedges? Or was the market lifting 
its eyes beyond the 1980 recession to the hills of itcovery ii^ l981? 



These questions^ were soon aisplaced by new developments that promised 
to open a fresh chapter in the 1980 economic saga. After sweeping by the 

.900 level of the Dow Jones industrial average, the stock market Suffered 
premonitory tremors on February 14; 1980, which made it seem almost as 
though, tirftd and susceptible after a lengthy climb, it had received an. 

^inkling of the disturbing news that came the next day t/0ii February 15 the 
Federal Reserve raised its discount rate.from 12 percent to a record 13.- 
percent. This was in response to a jump in the producer price index by 1.6 
percent in January 1980 (equivalent to a 19.2-percent annual rate, which 
reports; indicated would be 28.8 percent if food itenjs were excluded) and . 
growing intelligence that key monetary aggregate data werQ signaling 
growing inflationary pressure as indicated by Federal Res»ve Board 
Governor Henry C. Wallich. Stocks dropped back below the 900 Dow 
Jones industrial level. Bond prices also declined and yields rose, the first 
of a probably dramatic sequence^t)^^ rate adjustments to Ithe new 
Fed action. The higher produQ^^|p^/prices were the probable fore- 
runner of an expanding wave oftfiRa^^ prices as they percolated with 
progressive, pyramiding mark-iii>^-%f^^^ through the price structure. 
Administration spokespersons said little, but indicated this was.consistent 
with previous Federal Reserve policy. The general reacti;on was that this 
whole development increased the^likelihood of the 1980 recession, with 
general slowdowns and increased unemployment. Otto Eckstein, head of 
Data Resources, Inc;, predicted higher interest rates arid said that ^^usi- - 
ness should be more conservative about hiring and production; appar- 
ently echoing comments of other economists. "It brings the recession back 
into the picture/Vhe Was quoted as saying.; Without this action/ he 
indicated, the country "sewned to be headed for anbther disaster. 
Eckstein's term disaster apparently referred to persistent and worsening 
inflation and presumably to some kind of "bust" finale to the scenario. 
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Appendix A. ' 

METHODOLOGY AND PROBLEMS OF MACROECONOMET»RIC 

FORECASTING 

. . \ -V 'ilk 

This appendix provides nontechnical background on the methods and 
contributions of macroeconometric forecasting and its problems and 
difficulties in watershed situations like the present one. 

A. Methodology 

By it nature, econometrics, and in particular macroeconometric model^ 
ang, seeks to identify and measure economic relationship by statistical and, 
mathepatical techniques, primarily for the purpose of forecasting future 
economic developments and laying a factual groundwork for choosing 
among policy alternatives J 

While econometrics has evolved against a long historical background of 
statistical-mathematical economics (the term itself was introduced in 1926 
by Ragnar Frisch), its rapid expansion and extension into the field of 
economic forecasting models was the concomitant of both neo-Keynesian 
national income analysis and the post-World War II development pf 
sophisticated, high-speed electronic computers. The computer technique 
facilitated (1) the assemblage, retrieval, manipulation, and analysis of 
economic data (increasingly, on a t^arterly,^ or even shorter, time-interval 
basis) and (2) the formulation of systems of simultaneous equations 
expressing interrelationships among selected key economic variables, 
usirig multivariate regression procedures. One of the major contributions 
of the computerized simultaneous model systems is their ability to reflect 
the interplay and interaction of different component equations that would 
otherwise defy ordinary calculation or intuition. The marvelous efficiency 
of the computerized model permits the rapid exploration of the implica^ 
tions of a range of alternative forecast assumptions or public policy 
options, '|r 

• ■ ' . " ■ . ■ ■ ■ ' • ■ 



B. Dependence on persistence of past relationships 

! ■ ■ \- 

As this somewhat formidable preliminary comment suggests, the macro- 
economic models simulating the economic system are constructed on the 
basis of past relationships developed from what are considered approp- 
riate historic experience-data. The reliability of forecasts projected by 
these models, therefore, depends upon the persistence in substantially 
unchanged form of past interrelationships. Any sharp change or deviation 
from the past— other than, say, a gradual evolutionary development for 
which corrections can be made— will affect the predictive capacity of the 
model and possibly throw it into a tailspin. 

The most difficult task of macroeconometric models is identifying and 
predicting in quantitative terms the outcome of economic turning 
pomts— in the present juncture the presumed termination of a-protracted 
recovery-prosperity period. The models perform best in predicting the 
sequence of developments in well identified, early recovery phases of the 
economic cycle— quite different from the present constellation of events. 

The formulation of models is itself guided by the prevailing accepted 
repertoire of economic relationships, mechanisms, and forces. In periods 
of departure from past relationships, with the appearance and only grudg- 
ing acceptance of new tendencies, motivations, and behavior patterns of 
business and consumers, the old models call for overhaul or substantial 
new drawing bDard treatment. This problem is shared by both the 
economic theorist and the economic model form,ulator. 

The failure of economists and economic models to understand and take 
account of the pervasive inflationary bias of the system in recent years has 
been publicly noted by at least one high public "official. In her recent 
"introspective farewell" to her position as Secretary of Commerce, profes- 
sional economist Juanita M. Kreps expressed doubts about economic 
dogma and forecasting pi^eoccupations and techniques, sayirig, among 
other things: "I've been teaching since I was 20; and to tell you the truth, I 
don't know what I would teach now . . . You do lose faith in the catechism 
after a while. ''2 



C. Updating and fine tuning 

The builders and managers of the great macroeconometric models, such 
as Data Resources, Wharton School, and Chase Econometrics, are con- 
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stahtly^iaf work revising, rebuilding, updating, and fine tuning their equa- 
tions. 'Hqw w^ these effort? will keep abreast of the rapidly changing 
economic forces, inflation, inflation-control rneasures, and crisis-scale 
events^iri yip fuel and energy field is itself a major source of uncertainty in 
.evaluatij^'a|conomic ou^iook forecasts. 

D. Under lyiri^^d^'^pt ions 

' ' " - 

Any macroeconorn^lsrit model forecast depends upon its assumptions as 
to the future course 0f key independent variables on which the predictive 
relationships operate to^project the behavior of the dependbnt variables of 
the system. Key assumptions relate, for exarriple, to the budgetary pos- 
ture, major legislative developments, monetary and fiscal policies, energy 
supplies and prices, productivity and unit labor costs, the exchange value 
of the dollar, and the condition of world economies. All these are fraught 
with obvious uncertainties, particularly in the 1980 situation. Alternative 
assumptions may be made in recognition of these uncertainties, and 
alternative forecast scenarios may be spun out by the computerized 
system to satisfy the needs of those who prefer their own particular 
assumptions or who want to see the reasonable range of possible scena- 
rios. Probability weights, essentially subjective in character, may be given 
the alternative assumptions and related scenarios. Like percentage chance 
weather forecasts, these furnish the customer with some impression both 
of what will probably occur and of a spectrum of other moderate or 
extrenie possibilities in either direction. No matter how technically per- 
fect, a forecast for purposes of practical consumption is only £s good as its 
underlying assumptions or range of assumptions. Exogeneous factors 
disregarded in the assumptions can upset everything. 



E. Statistical definitions and data errors 

Text discussions touched on uncertainties generated by questions of the 
definition of the consumer price index. It seems worthwhile here to point 
up briefly some of these and related matters. 

The world of iritelligenc^'e measurement and educational policy vis-a-vis 
minority groups has been beset for years by questions and controversy 
about traditional IQ measures, their validity, and thpir predictive value 
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for educational career planning. A number of Similar doubts and contro- 
versies affect key economic measures us^d in plTedicting, evaluating, and 
recording the state of the economy. In brief, so^e^these«re as follow^ 

\ . . ■ • ^. 

1. Does the consumer price index (CPI) properly measure the actual 
course of inflation? Is its system"oTweightinjg fairly representative of 
consumer budgets? Does it overstate inflation that is due not to ' 
money-spending factors but essentiaHy to e^anecaas cost factors, 
like OPEC oil pricing, envLronment^J. protection costs that yield.an 
unrecorded benefit, or progiuctivity'changes due in part to demo- 
graphic changes affecting the composition of the labor forced 

2. What is the effective money supp^ly? Will even newly f^vised M i and 
M2 concepts t|ll us the approximate monetary aggregate for pur- 
poses of testing the Friedmanesque mgtnetar^t theories of inflation? 

3. D6 official grbss national product (GNP) figures fairly represent 
the magaitudc'of the* national economy? Can an apparently attenu- 

• ated GNP ecorjomy* be Solstefed to actually healthy levels by an 
. underestipiated, underground econorny that escapes detection by , 
tl^e tax collector and the statistics gatherer? How does the under-; 
. ground economy fluctuate in relationship to the official GNP? 
Could the difference between the reality and the official estimate 
mean the difference between a mild and a moderate recession? 

4. Exactly wlio are the unemployed? How many are de facto unem- 
ployable? How many are .actually employed? What is a realistic 
estimate of the underemployed? 



Possible data errors are another source of uncertainty. The recent period 
hasc witnessed a gross error in monetary magnitudes, which triggered a 
substantial stock market decline. Appreciable revisions sometimes occur 
in time series data on key economic indicators. Forecasts for 1980-81 as of 
January or February 1980 are, therefore", subject to-co^nsiderable possible 
error and uncertainty due to possible vagaries in recent data observations 
that have a direct bearing on the interpretation of current economic 
trends. ■ ^ 
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F. Other levels of uncertainty 

1. Decline of neo-Keynesianism 



Conservative economic ^(^servers note that economic policymaking an 
its theoretical orientation are in the throes of a major shift, caused 
primarily by the disturbing persistence and acceleration of inflation. 



1?^ 
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Naive neo-Keynesianism has been called into questi 
increasing departure from the former tendency to focus e 
almost exclusively on unemplayment and government"a 
aggregate demand.^ There is a growing emphasis on 
supply— both aggregate and sectoral. This, in turn, involves rf< 
to incentives to productivity, saving, innovation, and efficieni| 
of resources. Doubts about tjie effectiveness of aggreg; 
oriented policies may increasingly permeate forec 
policymaking. < 

Role of expectations - ■ ^ ^ : ^ ^ ' 

Expectational economics is.still very much^in the;|)rocess of devdopment. 
The role of expectations in the present inflftion£ji|^^ is a source 

uncertainty and has an explosive potential. Th^ifam^sfic ?is6 and day^-t^b'T 
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day gyrations in gold priced-supported by both;fa4^s:^ 
portent- of what might happen if there wer? "gi^^m^^i^h^ a 
pending collision between spending asDUjati 

various other areas. Ho>y soon an^^M^Vi^cb^^ push 
inflation beyond the now-familiar:d[^^t|^^ 

3. Possibilities of exlraordinary ^ 

As observed earlier, a meaningful economic forecast mtist embrace a ' 
range or cluster of possible assumptions and ' related outcomes with , 
probability coefficients attached to each. These probability factdrsywhich 
add up to 100 percent, are based upon a combination of factual informal; 
tion, informed judgment, and intuition. When in doubt, a" forecaster 
might well fall back on the rule of weather prediction: the safest prediction 
is more of the same or its variant, a continuation along the existing path of 
change. A sobering qualification of the weather prediction rule is the 
element of surprise and unexpected disturbance th^t has marked social 
and political processes. In spite of the elaborate apparatus for foresight 
and early warning, major change after major change has descended upon 
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the post- World War II world with little or no warning or precognition. 
Sometimes impor^pnt courses o;( events have reversed the overwhelming 
consensus of profe\sional economists.^ A number of these major forecast 
and interpretive errors; which halfe had appreciable confusing effects on 
practical policies, may be cited: • - 

■t" 

• The almost unanimous opinion that the economy was headed for 
deep recession or depression, with massive unemployment in the 
immediate post-World War if demobilization period, 1945-46. : 

• Gross misreading of the effects on the role and price'of gold result- 
ing from,the various steps leading to dekionetization in the period 
1967-71. ' , . ■' • V 

• Chronic underprediction of the rate of inflation through -much of 
the 1970's, in which plain error &rid p.^liticization wer^ hard to 
distinguish! t S; ' 

Substantial failure to grasp the serious'^ implications and ultimzlte . 
threat to the foreign exchange value of tl^oHa^nd U.S. ecd- - 
nomic strategic strength of the transitioatostufeborOTnternational 
payments deficits in the 1960 's and 1^70's. ' 

apparent refusal of many, if not most, economi|| to perceive or 
iccept the implications for the*interest r^ stricture, money 
supply, and inflation pressures in the' chron^^l^udgetary deficits, 
particularly throughout the late 1960y and the 1970 's. ^ 

• In a somewhat different vein, the myopia^attji^lfe-of most Hberal 
economists (along with some other scientist^ toward the confept of 
intensifying Malthusian pressures on food supply and other essen- 
tial resources in the 1970 's and 1980's. • . 

The novelty and unprecedented character of the profifems now afffi^g 
the very lifeline of the economy and the monetary structur/e joresent 
unfathomable uncertainties— both as to the turn of events and * to t^e 
response of the economy, with and without various ad^tation^ of 
national policy. These things defy ordinary forecasting techni|ues, 
although the great macroeconomic models will help give better shape and 
quantitative contours to alternative scenarios than were possible in the *' 
•past. However, experience gives little assurance (^d indeed indicates the 
opposite) that we now know so mi^h 'that major surprises, or errors of 
interpretation can be avoided. ' a 

■ ■ ' 'v> 
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FOOTNOTES 



•»See Ammer, Christine, and Ammer, Dean. Dictionary of Economics. New York: 
The Free Press, Macmillan, 1977. 

2Rt)wen, Hobart. "Kreps: Introspective Farewell." Washington Post, November 
3, 1979. pp.. Al, A4. 

n 

■^See Burns, Arthur F. ''How To End Inflation." First Monday, October- 
November, 1979. pp. 4, 21. * 




-V Appendix B. ^ 

COMPARATIVE PERFORMANCE OF FIVE MAJOR 
MAGROECONOMIC FORECASTERS IN THE 1970's 



This appendix summarizes briefly an evaluation of the comparative per- 
formance of major macroeconbmic forecasters in the 1970's. The analysis 
covers the five following major forecasters: 

1. Chase Econometric Associates, Inc. 

2. Data Resources, Inc. (DRI) 

3. MAP-CAST group. General Electric Co. ^ » 

4. Wharton Econometric Forecasting Associates, Inc. 

5. Median forecast from a survey conducted by the American Statisti- 
cal Association and the National Bureau of Economic Research. 

Among the major findings of the evaluation: ^ m 

. 1 . Chase Econometric Associates, Ir^., made the most accuratF'jpre- 
dictions of the money supply. \ % 

.. f 

2. Data Resources, Inc. (DRI) produced the most accurate 
predictions of short-term interest rates. \ 

3. Forecasts of real growth, inflation, ancf unemployment lor the 
period from mid- 1974 to mid- 1975 were generally wrong. 



4. Inflation forecasts for the period from iwfa^l975 through mid-1978 
were quite accurate. \; 

' tH 

5. Rorecast evaluation must -be "relative'' rather than "absolute'' 
because no reasonable absolute standard eJ^ists. 

, 90r 



6. Better forecasts could have been m^ide by the forecasters if they had 
paid greater attention to' the statistical properties of the economic 
variables to "be forecast. \ 

Source: Based on "Whose Crystal Ball Is Clearest of All?" Outlook 
Section. Nation's Business, Jani^ry 198G, p. 14; this, in turn, reports 
findings by Stephen K. McNees, viqe-president, Federal Reserve Bank of 
Boston, published in the New England Economic Review. 
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NEGLECTED CONTINGENCIES AND POLICY OPTIONS 



The consensus-type outlook for mild recession and continued inflation— 
but below the 13.3 percent 1979 rate — has tended to overlook or brush 
aside a number of major policy options that might be chosen to intervene 
in a way that would substantially alter the course of economic develop- 
ments in 1980. Some of these are listed with brief comments;below. 

^ ^- • ' • . ' ' :vi-^^^^^ ■ / 

. ^ \. Mandatory wage-price controls (or freeze) (ind/ 

exchange control. Mandatory price and wage control proposals 
recently have been supported by Barry P. Bosworth, former direc- 
tor, the President's Council on Wage and Price Stability, and Bruce 
K. MacLaury, president, The Brookings Institution. Hearings on a 
legislative proposal for mandatory wage-price =controls have been 
agreed to before the Economic Stabilization Subcommittee of the 
House Banking Committee. Until recently, proposals of this type 
almost universally elicited protestations of horror. It is standard 
political practice to abjure them. They havecosts and disadvantages 
and would doubtless involve some distortions, blackmarketeering, 
and disappearance from open store shelves of scarce commodities 
that are even now rationed away from those of modest mea-ns by the 
bidding up of their price by those with more purchasing power. 
Nevertheless, such ^ system helps brake and contain inflation, 
especially under conditions when ordinary fiscal and monetary 
programs cannot or will not be swung into action. Controls resist 
the momentum of disorderly change and help give the economic 
system a breathing spell. Foreign exchange control would serve 
similar purposes, including a check, on oil imports. This form of 
intervention would lead into a i^ew and different economic scenan 
which would atjeast slow, if not halt, the wage-price spiral 
substitute a form of repressed inflation for the present overt f 
Controls were successful over a period of years in World War I 
. backed up the^inancing of the war effort. 



2. Gasoline and other energy rationing. This type of policy direction 
would not pnly alter the way the country lived with oil shortages 
and price inflation but also, in conjunction with more austere 
import controls, slow the excess demand for oil. In some respects it 
would be equivalent to confronting the OPEC ca«el with the 
equivalent of a monolithic buyer (monopsony) in thejAited States. 
This, would drastically alter the price mechanism framework, gener- 
ally assumed for the economic outlook in 1980-81. 

3. Severe tax on gasoline from irhported oifs'ources. This kind o(. 
measure, highly unpopular but plausible given greater public 
understanding,.would serve several important related purposes: (a) 
curtail gasoline consumption^ (b) correct the present, abject direct 
exposure of the American automobile driving public to OPEC oil 
price demands by driving a tax wedge between the buyer and seller, 
and (c) divert some of the excessive price that motorists are pre- 
pared to pay back into the U.S. economy for various purposes, 
including "synfuel" programs or tax relief in other areas. This 
approach could alter the typical 1980-81 economic scenario in- 
which . price adjustments are left to the marketplace with no tax 
incentive modification. 



4. Tax increase program. The federal budget for fiscal year': 1981— 
with its anticipated $616 billion outlays, $600 billion receipts, and 
$ 16 billion deficit— may undergo alteration in either a more stimul- 
ative or a more restrictive direction. Critics view it, like most 
budgets, as a political document but more than usually productive 
of uncertainty for the economic outlook. Some regard it as too 
restrictive and likely to produce a deeper slump than the under-1- 
percent GNP drop, the 7.5-percent unemployment rate, and the 
9-percent GNP deflator rate of inflation officially projected. They 
point to the "high employment surplus" of $57 billion the present 
1981 budget would produce as a severely deflationary "wrench."' 
Such critics look to possible tax reductions or job creation pro- 
grams to relax the budgetary restraint. But, other critics, who also 
view the budget as an essentially political document, believe the $16 
billion estimated deficit for fiscal year 1981 is"thegreatest-underes- 
timate since Pearl Harbor." Defense spending and other spending 
pressures not accounted for in the budget are the responsible fac- 
tors. Of the latter group of critics, some would favor a geneml tax 
increase, at least as soon as politically realistic in an ele^^myear. 



The tax increase receives greater support by those who reason that 
defense activity that generates employment and diffuses new 
demand for consumer goods and services does not produce consu- 
mer items to absorb the demand it generates. Using the guns-and- 
butter analogy, guns (which generate, but do not automatically 
absorb, consumer purchasing power) ai*e a more inflationary incre- 
ment to the economy than the butter categpry.^ 



5. Accelerated synthetic fuel program, including oil shale and sands. 
Synthetic fuel and oil-shale-type fuel, as well as biofubreffbrts, are 
part of the present economic horizon. But various forms of acceler- 
ation as civilian and military needs may dictate should not be 
dismissed. These would, like military spending, counteract or 
shorten a predicted recession. Some kind of "technology fix" of the 
breakthrough type, either on the supply side or on the conservation 
side, could emerge that would alter the economic horizon even for 
the early 1980's. : . 

6. Credit controls. A carefully designed set of selective credit cohtrols 
could be instituted, based on the idea of Restraining inflationary 
demand in. most sectors subject to buying pressure but relieving 
certain strategic areas, like new housing, wher| resources are availa- 

^ ble and basic needs exist. This approach, coi|trbversial and subject 
to considerable opposition, would serve to limit spending on most 
• items to funds available'^from current incgme and cur^ consumer 
bfiying binges financed with credit. C ' 

: i. ' ■ • 
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^High employment surplu^ (or deficit) Is the budgetary position produced at 
about a SJr'percent Wnemplo^^menf rate. Th6 jligli^ employment budget ppsitipn is 
estimated at a deficit of $12 b^llibn ih. fiscal 1979 and a surplus of $4 billion in fiscal 
1080. Deficits are expansive; surpluses, deflationary in the Keynesian lexicon. Thtu3, a 
switph to a $57-bitHon surplus wo^ld be considered quite "repressive" in 1981? 

^Cf. Business Outlook. %w5/>2£:55 Week^ February U, 1980! pjp. 27-28; Rowen, 
Hobart. 'Tl\e Cost of Guns and Butter." Economic Impact. Washington Post^ Febru- 
ary 3, 1980. pp. Fl, Fi;il; and "The Carter Budget." Ec|jjprial. Washington Post, 
January 24, 1980. f 4/ 




Appehdix D. ^ ^ ^ 
GOVERNMENTAL FORECASTS JANUARY 1980 



Two .major government fdrecasts of late January 1980 both reflect the 
then prevailing economic outlook: Mild recession in 1980, subject to 
uncertainties and qualifications. One* is the prediction of the Congres- 
sional Budget Office (Alice B. Rivlin, director). The other is embodied in 
the President's Economic Report and the accompanying Annual Report 
of the PresidentV Council of Econpmipj Advisers XCEA). 

The CBO predicted a mild 1980 reypession with a sluggish upturn by the 
end of the year. Inflation was expected to moderate only slightly; unem- 
ployment was forecast at bet\yeen 7.2 percent and 8.2 percent by the end of 
1980. For 1981 the CBOforecast contemplated steady inflation but worse 
joblessness; hitting the 7.5 to 8.5 range by the end of 1981V 

The 1980 portion of the CBO forecast is consistent with the Administra- 
tion's budget assumptions and the views of o|her rnajor private 
forecasters. • 

The CBO forecast for a mild recession was based, accoramg to Director 
Rivlin, on the belief that U.S.. exports will increase while imports will 
decline. Also business spending was expected to turn up sooner than in 
past recessions. . ' ' 

The sluggish recovery was attributed to persisting inflation (presumably 
cutting down on real purchasing power), continued high short-term inter- 
est rates, and the scheduled 1981 Social Security tax increases, which will 
reduce consumer ,buying,capacity. 



CBO Director Rivlin outlined qualifications and uncertain-ties.^ These 
include the possibility of a repetition^ of the 19'79 experience-r^the 
recession that did not occur — with employment staying surprisingly low 
and unexpectedly strong consumer spending. She recognized the 



declining productivity phenomenon as some^ing.**economists,d6n't fully ; 
understand/Vsomething requiring further. study. ' . 

Major risks cited^are as follows:. . ' ' ' 

• • "Major interruptions of the oil supply line, which would produce" 

• worse shock inflation and aggravate the recession - ^'v! ' - 

'. • Substantial, increase in .defense spending, which would delay or' 
prevent recession but also spur inflation. " . 

The^President's {^nd the CE A's) Report forecast also anticipates a mild 
I'ecession and cd^tinuing near double-digit inflation— but lower'thah in 
K979. The expected reductions in real GNP and consumer' purchases ar^ ' 
;Small— in the 1 -percent area, rejiresenting almost ^ sluggish sideways 
rBdVement i>f the economy. Moderate downturns in business capital 
expenditures and thousing starts are factors. It counts on continuing 
belpful ^contributions from the Federal Reserve: monetary restraint, 
which it. feels will- be "consistent with lower interest "r^tes" when the 
slowing of economic activity and inflation materializes in 1980. . - 

The CEA also warns of uncertainties: . ' - ^ 

• Futurfe price and production deGisions,4)f OPEq (oil price rises 
gl-eater than 'the general inflation rate would spill dver into greater . 
energy costs, .wages, and industrial goods prices)r . " 

r The direction of interest rates 



r 
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• I he behavior ot the personal savings rate (the abnormally low level 
ot which in late .1979 supported strong consumer buying). 

A briet tabular comparison ot maji^ elements in the CBO and the 
Admihislration's economic report toreciists is presented below. 
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Real (iNr,^>erctMita^c change 
Uneiu ploy men t rate 



CBO 

to -o .v 
: to 4 

7.: to 8.: 

7.5 to 8.5 



-0.75 io'-\.2S% 

7,:^i to'7.75 
7.25 



Intlatioii rate 
(.NP dotViitor 

CTI 



1Q80 1\' 
1Q81 IV 

1Q81.1V 



8,: to 10,: 

?.l to 10 1 

8.6 to 10.0 
8.3 to 10.3 



<) 

8.6 

10.4 
8.6 



/ 



Sourc? C'ompilcd from data appearing in a news ariiele b\ Jonathan F uerhnnger. M ashmi^ton Star, 
januar> 20, I9H0, and The Economic Repi^n of the President , iransmilled lo the C^^ngress in January 
I9K0, " 1 he l oonomic Korecasi/' pp 6911 ^ 
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Appendix E. a 
THE DISSENTING VOICE OF ARIMA 



Amidst the chorus of^macroeconometric voices predicting recession, one 
technique — discounted because of internal inconsistencies , and other 
semi-technical deficiencies by orthodox macroeconometric model 
standards — suggests that recession is not here and is not imminent. That 
technique^ economic forecasting is known as ARIMA: Auto Regressive 
. Integrated Mbvjng Average Analysis. It is presented by DRI, in contrast 
with the DRI macromodel of the U.S. economy, ^vith the statement that 
"the ARIMA forecasts Continue ta turn up little evidence suggesting a 
recession over the next four quarters.''* ^ " . 

The ARIMA forecasts of January 1980 indicate a 2.2-percent real growth 
rate for constant dollar GNP in the fourth quarter of 1979 versus -0,6 
percent in the DRI control forecast and a constant dollar GNP level 
Tiearly 4,5 percent higher than the DRI structural model for 1980:IIIy 

The DRI comparison of its ARIMA and structural model forecast? shows 
that ARIMA predicts stronger real demands and higher shDrt-term inter- 
est rates than the control results with the structural model. With respect to 
inflation, however, ARIM A produces results that the DRI^analyst con- 
^siders mixed and apparently inconsistent: its all-urban CPI is higher, but 
the implicit GNP deflator is lower than predicted by the structural model.- 

FOOTNOTES 



•Cooper, Frank. "ARIMA," The Data Resources Review of the US. Economy 
, (Lexington, Mass.), Jan.uary-1980. p. 1,162."^ 

-For the reader who may wish further background before delving irUo auto- 
regr-essive, integrated, moving-average analysis, it is a univariate methodology and is 
not a correlative method. It represents a generalii^ation of a.method outlined in the' 
Box-Jenkins Time Series Analysis of 1976. It does not reflect the interplay and 
interactive results of the simultaneous equations model, but it tends to avoid some of 
the possible errors-of the past relationships employed as the basis of the structural-type 
model. 
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